AUTHENTICATED , 
US. GOVERNMENT 
INFORMATION ^ 


H.R. 3206, THE CREDIT 
UNION CHARTER CHOICE ACT 


HEARING 

BEFORE THE 

SUBCOMMITTEE ON 

FINANCIAL INSTITUTIONS AND CONSUMER CREDIT 

OF THE 

COMMITTEE ON FINANCIAL SERVICES 
U.S. HOUSE OF REPRESENTATRH]S 

ONE HUNDRED NINTH CONGRESS 

SECOND SESSION 


MAY 11, 2006 


Printed for the use of the Committee on Financial Services 


Serial No. 109-91 



U.S. GOVERNMENT PRINTING OFFICE 
31-037 PDF WASHINGTON : 2006 


For sale by the Superintendent of Documents, U.S. Government Printing Office 
Internet: bookstore.gpo.gov Phone: toll free (866) 512-1800; DC area (202) 512-1800 
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001 


HOUSE COMMITTEE ON FINANCIAL SERVICES 

MICHAEL G. OXLEY, Ohio, Chairman 


JAMES A. LEACH, Iowa 

RICHARD H. BAKER, Louisiana 

DEBORAH PRYCE, Ohio 

SPENCER BACHUS, Alabama 

MICHAEL N. CASTLE, Delaware 

EDWARD R. ROYCE, California 

FRANK D. LUCAS, Oklahoma 

ROBERT W. NEY, Ohio 

SUE W. KELLY, New York, Vice Chair 

RON PAUL, Texas 

PAUL E. GILLMOR, Ohio 

JIM RYUN, Kansas 

STEVEN C. LaTOURETTE, Ohio 

DONALD A. MANZULLO, Illinois 

WALTER B. JONES, jR., North Carolina 

JUDY BIGGERT, Illinois 

CHRISTOPHER SHAYS, Connecticut 

VITO FOSSELLA, New York 

GARY G. MILLER, California 

PATRICK J. TIBERI, Ohio 

MARK R. KENNEDY, Minnesota 

TOM FEENEY, Florida 

JEB HENSARLING, Texas 

SCOTT GARRETT, New Jersey 

GINNY BROWN-WAITE, Florida 

J. GRESHAM BARRETT, South Carolina 

KATHERINE HARRIS, Florida 

RICK RENZI, Arizona 

JIM GERLACH, Pennsylvania 

STEVAN PEARCE, New Mexico 

RANDY NEUGEBAUER, Texas 

TOM PRICE, Georgia 

MICHAEL G. FITZPATRICK, Pennsylvania 
GEOFF DAVIS, Kentucky 
PATRICK T. McHENRY, North Carolina 
CAMPBELL, JOHN, California 


BARNEY FRANK, Massachusetts 

PAUL E. KANJORSKI, Pennsylvania 

MAXINE WATERS, California 

CAROLYN B. MALONEY, New York 

LUIS V. GUTIERREZ, Illinois 

NYDIA M. VELAZQUEZ, New York 

MELVIN L. WATT, North Carolina 

GARY L. ACKERMAN, New York 

DARLENE HOOLEY, Oregon 

JULIA CARSON, Indiana 

BRAD SHERMAN, California 

GREGORY W. MEEKS, New York 

BARBARA LEE, California 

DENNIS MOORE, Kansas 

MICHAEL E. CAPUANO, Massachusetts 

HAROLD E. FORD, jR., Tennessee 

RUBEN HINOJOSA, Texas 

JOSEPH CROWLEY, New York 

WM. LACY CLAY, Missouri 

STEVE ISRAEL, New York 

CAROLYN McCarthy, New York 

JOE BACA, California 

JIM MATHESON, Utah 

STEPHEN F. LYNCH, Massachusetts 

BRAD MILLER, North Carolina 

DAVID SCOTT, Georgia 

ARTUR DAVIS, Alabama 

AL GREEN, Texas 

EMANUEL CLEAVER, Missouri 

MELISSA L. BEAN, Illinois 

DEBBIE WASSERMAN SCHULTZ, Florida 

GWEN MOORE, Wisconsin, 

BERNARD SANDERS, Vermont 


Robert U. Foster, III, Staff Director 


(H) 



Subcommittee on Financial Institutions and Consumer Credit 


SPENCER BACKUS, Alabama, Chairman 


WALTER B. JONES, jR., North Carolina, 
Vice Chairman 

RICHARD H. BAKER, Louisiana 

MICHAEL N. CASTLE, Delaware 

EDWARD R. ROYCE, California 

FRANK D. LUCAS, Oklahoma 

SUE W. KELLY, New York 

RON PAUL, Texas 

PAUL E. GILLMOR, Ohio 

JIM RYUN, Kansas 

STEVEN C. LaTOURETTE, Ohio 

JUDY BIGGERT, Illinois 

VITO FOSSELLA, New York 

GARY G. MILLER, California 

PATRICK J. TlBERl, Ohio 

TOM FEENEY, Florida 

JEB HENSARLING, Texas 

SCOTT GARRETT, New Jersey 

GINNY BROWN-WAITE, Florida 

J. GRESHAM BARRETT, South Carolina 

RICK RENZl, Arizona 

STEVAN PEARCE, New Mexico 

RANDY NEUGEBAUER, Texas 

TOM PRICE, Georgia 

PATRICK T. McHENRY, North Carolina 

MICHAEL G. OXLEY, Ohio 


BERNARD SANDERS, Vermont 
CAROLYN B. MALONEY, New York 
MELVIN L. WATT, North Carolina 
GARY L. AC KE RMAN, New York 
BRAD SHERMAN, California 
GREGORY W. MEEKS, New York 
LUIS V. GUTIERREZ, Illinois 
DENNIS MOORE, Kansas 
PAUL E. KANJORSKl, Pennsylvania 
MAXINE WATERS, California 
DARLENE HOOLEY, Oregon 
JULIA CARSON, Indiana 
HAROLD E. FORD, jR., Tennessee 
RUBEN HINOJOSA, Texas 
JOSEPH CROWLEY, New York 
STEVE ISRAEL, New York 
CAROLYN McCarthy, New York 
JOE BACA, California 
AL GREEN, Texas 
GWEN MOORE, Wisconsin 
WM. LACY CLAY, Missouri 
JIM MATHESON, Utah 
BARNEY FRANK, Massachusetts 


(III) 




CONTENTS 


Page 

Hearing held on: 

May 11, 2006 1 

Appendix: 

May 11, 2006 43 

WITNESSES 
Thursday, May 11, 2006 

Dorety, Tom R., President, Suncoast Schools Federal Credit Union, on behalf 

of the Credit Union National Association 30 

Johnson, JoAnn, Chairman, National Credit Union Administration 8 

Polakoff, Scott, Deputy Director, Office of Thrift Supervision 10 

Schaefer, Marcus, President and CEO, Truliant Federal Credit Union, on 

behalf of the National Association of Federal Credit Unions 29 

Stewart, Laurie, President and CEO, Sound Community Bank, on behalf 

of America’s Community Bankers 27 

Yingling, Edward, President, American Bankers Association 32 

APPENDK 

Prepared statements: 

Bachus, Hon. Spencer 44 

Hinojosa, Hon. Ruben 46 

Dorety, Tom R 47 

Johnson, JoAnn 56 

Polakoff, Scott 100 

Schaefer, Marcus Ill 

Stewart, Laurie 145 

Yingling, Edward 179 

Additional Material Submitted for the Record 

Statement of Lee Bettis, Executive Director, Coalition for Credit Union 

Charter Options 194 

Statement of Camden R. Fine, President and CEO, Independent Commu- 
nity Bankers of America 212 

Statement of Alan D. Theriault, President, CU Financial Services 218 

Statement of National Association of Credit Union Supervisors 237 

Responses to Questions Submitted to Tom R. Dorety 239 

Responses to Questions Submitted to JoAnn Johnson 248 

Responses to Questions Submitted to Marcus Schaefer 254 

Responses to Questions Submitted to Edward Yingling 257 


(V) 




H.R. 3206, THE CREDIT 
UNION CHARTER CHOICE ACT 


Thursday, May 11, 2006 

U.S. House of Representatives, 

Subcommittee on Financial Institutions 
AND Consumer Credit, 
Committee on Financial Services, 

Washington, D.C. 

The subcommittee met, pursuant to notice, at 10:07 a.m., in room 
2128, Rayburn House Office Building, Hon. Spencer Bachus [chair- 
man of the subcommittee] presiding. 

Present: Representatives Bachus, Royce, Jones, Miller of Cali- 
fornia, Hensarling, Neugebauer, Price, McHenry, Kanjorski, Wa- 
ters, Sanders, Watt, Sherman, Moore of Kansas, Baca, and Mathe- 
son. 

Chairman Bachus. Good morning. The Subcommittee on Finan- 
cial Institutions and Consumer Credit is called to order. I’m going 
to reserve my opening statement until after the first panel has 
given their testimony. But at this time. I’m going to recognize Mr. 
Sanders for an opening statement. 

Mr. Sanders. Good morning, Mr. Chairman. Thank you for hold- 
ing this important hearing, and I would like to welcome our wit- 
nesses here this morning. 

Today we will be learning more about H.R. 3206, the so-called 
Credit Union Charter Choice Act. Mr. Chairman, I have serious 
concerns about this legislation. In my opinion, we should not be 
making it easier for non-profit credit unions owned by their mem- 
bers to convert to for-profit banks owned by stockholders. I strongly 
believe that there should be more, not fewer, credit unions in this 
country. 

Mr. Chairman, before 1998, only six credit unions converted to 
banks. That’s mainly because during that period, the majority of 
credit union owners had to approve the conversion, and they also 
had to receive written permission to convert by the NCUA. But 
after 1998, the law was changed to make it much easier for these 
conversions to take place, and as a result, 23 credit unions have 
converted to banks since that time period. 

I think Congress made a mistake by changing the conversion law 
in 1998. That is one of the reasons why I’m a proud co-sponsor of 
the Credit Union Regulatory Improvement Act that, among other 
things, amends the Federal Credit Union Act to require a min- 
imum of 20 percent of the members to cast a vote regarding the 
conversion of credit unions. 
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Mr. Chairman, let us not be fooled. In many instances when 
credit unions convert to banks, a handful of senior executives can 
reap substantial monetary gains. For example, after the Commu- 
nity Credit Union in Plano, Texas, converted to ViewPoint Bank 
not too long ago, documents filed with the Securities and Exchange 
Commission showed that the former credit union CEO stood to 
gain roughly $1 million through a run-up in its stock prices, etc., 
etc., etc. 

So Mr. Chairman, I will give you back the gavel, but I want to 
express my concerns about this legislation. Thank you very much. 

Chairman Bachus. Thank you, Mr. Sanders. I appreciate your 
remarks. At this time, are there any other members wishing to 
make an opening statement? Mr. McHenry? 

Mr. McHenry. Thank you, Mr. Chairman, and thank you for 
holding this hearing today on H.R. 3206, the Credit Union Charter 
Choice Act bill that I introduced to varying degrees of fanfare last 
year. I’d like to thank Chairman Johnson for being here today; I’ve 
enjoyed our discussions. I thank you for serving on the NCUA 
board, and thank you for serving previously in the State Senate in 
Iowa. I’d also like to thank Steve Polakoff from OTS for being here 
and being willing to testify. 

I trust that we’ll have a lively discussion with the second panel 
as well; they represent various credit union industries and the 
banking community, including my good friend Marc Schaefer from 
Truliant Credit Union in my home State of North Carolina. Marc 
and I — Marc is also part of the National Association of Federal 
Credit Unions. Marc and I have had wonderful discussions over the 
last 2 years in my service in Congress. 

Now, you’ve asked me when I became interested in the credit 
union conversion issue. Last year, I learned about the conversions 
of Community and Omni America Credit Unions in Texas, and 
found the process to be, at the time, ridiculous. Actually, to quote 
myself, I think I said, “re-freaking-diculous.” Again, to varying de- 
grees of fanfare. 

As I looked at that process, I saw a need which fits into my over- 
all philosophy of government, which is common sense regulation 
and reasonable regulatory oversight. Specifically, the conversions 
and interaction with the NCUA in later litigation drew my atten- 
tion to an area of potential regulatory overreach or mismanage- 
ment. 

We can all have honest disagreements and debate about the mer- 
its of any particular conversion. However, conversions are the law 
of the land, and should be handled with integrity in a professional 
manner that does not have the appearance of any bias toward one 
particular charter or outcome. 

The basic goals of my bill are threefold. First, to provide for full 
disclosure to the members of credit unions regarding the conversion 
from the credit union charter to the mutual savings charter. Sec- 
ond, to limit the arbitrary decisions by the NCUA that overturn the 
will of credit unions’ members through free and fair elements. And 
third, to protect the rights of members to change the charter of 
their credit union if it is the will of the members, even if some in 
the industry disagree with the choice. 
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The Credit Union Charter Choice Act is not anti-credit union, as 
some have claimed. Instead, it is pro-credit union member, as it 
protects them from arbitrary bureaucratic decisions that overturn 
their will. 

My bill would prevent speculatory rhetoric that discusses things 
that may or may not happen in the future, and are covered by reg- 
ulations from other Federal regulators. There’s absolutely no need 
for the NCUA to require speculatory disclosure on procedures of 
conversions that have well-established rules and regulations over- 
seen by a world class regulator such as OTS. 

I believe the ownership issue is a red herring used by credit 
union activists to prevent conversions. If a credit union converts to 
a mutual savings bank, it is simply changing the form of ownership 
of the members, not eliminating their ownership. 

Additionally, if a credit union further wishes to convert from that 
mutual savings bank, there is an additional regulator at the OTS 
that governs that process by which they can switch to a stock-let- 
ting operation, and again, still retaining a different form of owner- 
ship, but ownership nonetheless. 

On many occasions. I’ve had the opportunity to have productive 
conversations with interested parties on both sides of this issue. I’d 
like to thank the National Association of Federal Credit Unions, or 
NAFCU, for their willingness to bring forth constructive ideas, in- 
cluding a white paper on the conversion process, as they have con- 
tinued to engage me in a productive dialogue to this day. I espe- 
cially enjoyed speaking before over 500 participants at last year’s 
NAFCU conference here in Washington, D.C. In fact, I think I even 
convinced most of them that I don’t have horns and a tail. 

And I am certainly pleased to see the recent addition to the 
board of NCUA with Rodney Hood from North Carolina, and Gigi 
Hyland as well. I think they have fine experience and will be a 
wonderful addition, as well as the new director of public and gov- 
ernment relations, John McKechnie, who’s been a fixture in the 
credit union industry for many years. 

To conclude, I hope that we have a productive hearing talking 
about the future of this conversion process, not dwelling on the 
past. And thank you, Mr. Chairman, for your indulgence. 

Chairman Bachus. Thank you. Mr. Moore does not have an 
opening statement. Mr. Miller or Mr. Royce? 

Mr. Royce. Thank you, Mr. Chairman. I want to welcome all of 
the witnesses here today, and especially Chairwoman Johnson from 
the NCUA board. 

We are covering some important issues today, and I think all of 
us realize that credit unions play a very vital role in our economy 
and our financial system. And we need to ensure that they con- 
tinue to receive proper supervision. 

To that end, I look forward to the hearing that this subcommittee 
is going to be holding in the near future on the bill that my col- 
league and I, Mr. Kanjorski and I, have introduced to modernize 
the regulatory system for credit unions, H.R. 2317, the Credit 
Union Regulatory Improvements Act, or CURIA, unlike the legisla- 
tion we’re looking at today, will most importantly make long over- 
due revisions to the capital standards for credit unions. And I 
thank you again, Mr. Chairman, and I yield back. 
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Chairman Bachus. I appreciate your remarks, Mr. Royce. Mr. 
Miller? 

Mr. Miller. Thank you, Mr. Chairman. I’ve been a supporter of 
credit unions since I was a kid. My mother was a retail clerk. So 
if we got anything, it was because a credit union lent her money 
to buy a sofa or whatever else she needed. 

And you’re unlike a stock-owned institution that exists basically 
for the enrichment of a handful of stock owners. Credit unions exist 
for the benefit of each and every member of that credit union. So 
it puts you in a different category, as far as I’m concerned, and I 
think we shouldn’t do anything to prevent conversions from taking 
place, but we must ensure that the rights of credit union members 
are protected in this process. 

And that’s the difficult process for you, to make sure that they’re 
informed, they’re aware, they understand, and that the direction 
you’re going is beneficial to the membership. Change and structure 
of credit unions should be done in a very well-informed manner to, 
basically, a well-educated membership. And education, again, is 
also the charge that you have to undertake. It’s critical that credit 
union members have information that’s prominent, accurate, and 
easy to understand, because not everybody is involved in the busi- 
ness sector, and specifically, not everybody’s involved in what you 
do as a credit union as lenders and such in the charge you’ve un- 
dertaken. Members deserve to know that charter change will affect 
the credit union and the rights of membership in this position in 
a positive way. And that’s important to have this hearing today, to 
hear your side of the argument. 

I know you have some opponents who think that you shouldn’t 
exist; but you exist for a good beneficial purpose. You are non-prof- 
its; you are there for the benefit of the members. And that’s why 
I think any change needs to be done in a structurally beneficial 
way to the membership, and I look forward to the testimony. I 
yield back. Thank you, Mr. Chairman. 

Chairman Bachus. Thank you, Mr. Miller. And Mr. Hensarling, 
I apologize. I think I probably should have gone by the order we 
arrived, and I didn’t. I recognize you at this time. 

Mr. Hensarling. Well, thank you, Mr. Chairman. Better late 
than never. 

One, I want to thank you for holding this important hearing, and 
I want to thank the gentleman and commend the gentleman from 
North Carolina for his leadership on an issue that I think is impor- 
tant to our committee. I think, as a Nation, our citizens enjoy a 
multiplicity — they benefit from a multiplicity of financial institu- 
tion models. 

If you’re a resident of the Fifth District of Texas, you can choose 
to keep your money with CitiBank of New York, but you can also 
choose to keep your money in City Bank of Forney, Texas — that’s 
“City” with a “y” — and my good friend Jim Colston will treat you 
to a cup of coffee. You can do business with City Credit Union in 
Dallas, Texas, and my good friend Mike Kelly will also provide you 
with a cup of coffee. And if memory serves me right, his coffee was 
a little better than Jim Colston’s. 

You have an opportunity to put your money in a thrift, a State 
bank, a Federal bank, one regulated by the OCC, the FDIC, the 
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Fed. And even in our country, you are free to put your money 
under a mattress. And I think that is what benefits our Nation 
greatly. But I fear that there could be some erosion of consumer 
choice if we do have an agency that is biased in the area of conver- 
sions. 

I became involved in this issue when a nearby credit union, Com- 
munity Credit Union, was involved in a charter conversion. I be- 
came convinced that a billion-dollar transaction was held up based 
on how a single piece of paper was folded. 

I had a very good dialogue with the NCUA chairman, who has 
always been very accessible, very professional, and has always pro- 
vided me with the information that I needed. But I think at the 
end of our dialogue, we agreed to disagree. 

However, I would point out that the Federal Court found in this 
case that the agency had acted, I believe, “in an arbitrary and ca- 
pricious manner.” So I think at the end of the day, they might have 
come closer to agreeing with me than with her. 

I want to ensure that, as a matter of public policy, we work to- 
gether to ensure that we have full and fair disclosure, but that 
public policy ought to be neutral as to where people choose to put 
their money and what financial institutions that they choose to do 
business with. And what I hope I don’t see is an agency that is put- 
ting a Berlin Wall around their particular financial institution 
model to where there is no freedom of departure. 

And so I hope that these hearings will shed light on that issue, 
and that we can work together for a common goal. With that, Mr. 
Chairman, I yield back. 

Chairman Bachus. Thank you. Ms. Waters? 

Ms. Waters. Thank you very much, Mr. Chairman. Good morn- 
ing. Mr. Chairman, I’d like to thank you for holding today’s hearing 
on H.R. 3206, the Credit Union Charter Choice Act. And I want to 
categorically state my continued support for credit unions. 

Back in February of 2006, when I spoke before more than 1,500 
members of the Credit Union National Association at their annual 
conference in Washington, I emphasized my strong support for 
credit unions. There are 9,000 credit unions operating in the 
United States. In California, there are some 2,000 credit unions. 
And what I think is remarkable is that there are more than 
100,000 members of credit unions living in my district. While this 
evidence suggests that credit unions are an important financial re- 
source to large numbers of persons in communities around the 
country, it does not show that credit unions are oftentimes the bed- 
rock of many communities. 

Credit unions create a financial buffer in communities where low 
and moderate income, disabled elderly, and working families live, 
and where predatory lenders, payday loan shops, and the like often 
flourish. The 100,000 credit union members who live in my district 
are not without alternatives for their banking and credit needs. 
But many of them have been able to work with their credit unions 
to achieve their dreams of higher education or mortgage, home im- 
provements, their first car, etc. 

H.R. 3206 is designed to address the charter conversion process. 
Specifically, H.R. 3206 addresses the voting process, rationale for 
the conversion, and the material effects of the conversion. Each of 
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these individual provisions of H.R. 3206 is important since conver- 
sions of credit unions to mutual thrift institutions has occurred nu- 
merous times since 1998. 

In addition, the proposed legislation clarifies what type of infor- 
mation credit unions may or may not be required to disclose re- 
lated to the conversion. On its face, the reporting requirement may 
not seem important, although it is directly tied to questions of 
fraud and abuse. 

The legislation is simple enough. But the real question is wheth- 
er this important legislation is balanced. Does the legislation have 
the support of all the interested parties, support of the credit union 
thrift and banking industries, and support of the credit union and 
thrift regulatory authorities? Rarely do the separate industries’ 
regulators see things alike. And today, we have an opportunity to 
shed light on whether the conversion issue is controversial, or just 
one big turf battle. 

As such. I’m very anxious to hear today’s testimony about the 
conversion process and what H.R. 3206 will mean for credit unions, 
the regulatory authorities, and our financial services system. More 
important is what H.R. 3206 will mean to the members of our Na- 
tion’s 9,000 credit unions. 

I look forward to working with my colleagues on the sub- 
committee to answer many of these questions raised by the conver- 
sion process, and I thank you, Mr. Chairman. I yield back the bal- 
ance of my time. 

Chairman Bachus. Thank you. I recognize Mr. Kanjorski and 
Mr. Baca. And other than that, I think those are the last two mem- 
bers who have opening statements, and then we’ll go to our wit- 
nesses. 

Mr. Kanjorski. Mr. Chairman, I don’t have a formal opening 
statement, although I wish to congratulate you for holding this 
hearing, because I think the issue of conversions is important. We 
haven’t had an opportunity to revisit it since 1998. And quite 
frankly, in that conference, I remember quite well that two of my 
great reservations were the opening of the door toward allowing 
conversions, and my fears have proved correct. Since 1998, 21 cred- 
it unions have left the movement and exercised their right of con- 
versions. 

I look forward to the testimony today with a decided confession 
that I am not one of those individuals who want to encourage con- 
versions, and certainly the weakening of what we have now, but in 
fact, would want to strengthen what we have now against conver- 
sion. 

And if we move toward a lighter, more amenable way of con- 
verting, I fear that this may be the step in the door for taxation 
of those accumulated equity positions that credit unions have, or 
some way to empower the regulator to direct that those equities 
built up over the year not contributed by the present membership 
of a credit union be transferred or converted to some existing credit 
union, so the intent of the money continues on, as opposed to en- 
riching the immediate leadership of the credit union, particularly 
without the strong majority support of the members of the credit 
union. 
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We should have an ability for conversion, but it should be a high 
standard, and certainly shouldn’t be something that attracts the 
speculative part of our community to encourage that as a nature 
of rating credit unions. Thank you, Mr. Chairman. 

Chairman Bachus. Thank you. Mr. Baca? 

Mr. Baca. Thank you very much, Mr. Chairman, for having this 
meeting this morning, along with Ranking Member Frank. I’m 
pleased to be here, and I look forward to hearing the witnesses. 

Credit unions provide an important financial option for con- 
sumers. And in my district, we provide portable service to over 
115,000 individuals. And they basically are in our communities, 
which are very important. A lot of the banking industries and oth- 
ers are not located in a lot of our communities. And they do a lot 
of outreach in the community, so they’re an important part. 

Unlike banks and thrifts, credit unions exist to provide service 
to their members, and not to maximize the profit outside of the in- 
vestors or stockholders. All excess income is returned to their mem- 
bers in the form of the highest deposit rates, lower loan rates, and 
lower fees, which is important when you’re operating and dealing 
within the communities, that you give lower loan rates and lower 
fees. And that’s why they play an important part within our com- 
munities, because they do that outreach within the communities, 
with close proximities to a lot of the individuals of different diversi- 
ties within our communities. 

Every credit union member is entitled to equal ownership. And 
that’s important. Equal ownership and one vote, regardless of how 
much money they have on deposit. With so much at stake, the deci- 
sion to convert to mutual thrift is critical. In order for members to 
decide whether or not for conversion is in their best interest, the 
process must remain open and transparent. And that is important, 
remain open and transparent. 

Members deserve accurate and complete information about all 
aspects of conversions so that they can make an informed decision 
about the best route to take. We must move past the politics. And 
I state move past the politics and focus on the best way to provide 
full and fair disclosure to credit union members that are consid- 
ering this option. It’s important for them to know their options, and 
to be fair and adequate and to disclose what could occur and how 
it will impact them. 

Any legislation that Congress considers must protect the funda- 
mental rights of each and every one of its members and individ- 
uals. 

Again, I thank the witnesses for coming in. I look forward to 
their testimony, and I yield back the balance of my time. 

Chairman Bachus. Thank you, Mr. Baca. We have two Eloor 
votes at this time. As soon as those votes are over, we will hear 
from our first panel. And I’m going to propose to the committee — 
and I don’t think it violates the law to have the second panel then 
give their testimony, and then just address questions to both pan- 
els. Would that be — would that work? 

The Clerk. I don’t think we should have them both up there at 
the same time. 
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Chairman Bachus. You don’t think there’s enough room? We 
won’t do that. All right. There’s too many frowns in the audience. 
I like to see happy faces. So we will keep the panels separated. 

And let me — I’ll say this. I was going to make my opening state- 
ment after the witnesses spoke. But this hearing, the title of it is 
H.R. 3206, the Credit Union Charter Choice Act, hy Mr. McHenry. 
But the hearing obviously is going to cover the broader issue of 
credit unions converting. And there are obviously concerns that 
members have over the process, and I share those concerns, par- 
ticularly about transparency and disclosure during those conver- 
sions. 

And in particular, one of the questions I’ll be focusing on is the 
requirement in the law before 1998 that 20 percent of the member- 
ship participate in the vote. To me, that, at least on its face, ap- 
pears to be a reasonable requirement. I know it may have been 
part of a bargaining process, and that it was bargained away. I 
don’t know. I would like to know the history of why that provision 
was taken out. 

But it is important — when a credit union converts to another 
form of institution, that the credit union members are informed of 
exactly what process is going forward and how they will be af- 
fected, and how those that are leading the conversion effort, how 
they may benefit in the future going forward. 

I think that we all share — I think all of us on both sides of the 
aisle see the value of disclosure and transparency in the process, 
and the people being fully informed before they make decisions. 
And hopefully, not this year, but maybe next year, we’ll look at 
what regulations are enacted in response to our concerns, and take 
it from there. 

But at this time, we’ll recess until the conclusion of the second 
vote on the Floor, which at that point, we’ll reconvene. 

[Recess] 

Mr. Neugebauer. [presiding] The chairman has asked me to fill 
in for him for a little bit. He has to go and do another event. This 
is kind of a busy day, as you probably know. And in the interest 
of time, we’re going to go ahead and hear from the panels. The 
chairman did want me to let the panel know that he will review 
your written testimony, and he’s very interested in this. And so I’m 
going to then ask for the panelists to issue their opening state- 
ments. 

And the first panel member that we’ll hear from is the Honorable 
JoAnn Johnson, chairman of the National Credit Union Adminis- 
tration. Ms. Johnson, welcome. 

STATEMENT OF JOANN JOHNSON, CHAIRMAN, NATIONAL 
CREDIT UNION ADMINISTRATION 

Ms. Johnson. Thank you, Mr. Chairman, and members of the 
committee, for the opportunity to testify today on H.R. 3206, the 
Credit Union Charter Choice Act, and on the subject of conversions 
in general. I appreciate that members of this committee, and Con- 
gressman McHenry in particular, are focusing on the issues of 
transparency in credit union conversions. 

NCUA has learned from recent experience with conversions, and 
appreciates the attention that you are giving to what is a very im- 
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portant public policy matter. We welcome the opportunity to dis- 
cuss these issues. These issues matter a great deal to federally-in- 
sured credit unions and their 84 million members. They relate to 
the fundamental concepts of ownership, and the rights of those 
owners to make informed decisions about their financial institu- 
tions. 

Credit unions, unlike other types of depositories, are not-for-prof- 
it financial cooperatives owned by their members and governed by 
a volunteer board of directors whose fiduciary responsibility is to 
act in the members’ best interest. Every member has the right to 
vote on fundamental matters related to the structure of the credit 
union, including conversion to another charter type. 

NCUA fully supports the right of credit union members to decide 
the business model that is most appropriate and beneficial for 
them. That includes voting to change their charter to a mutual or 
stock bank. If those members believe, after assessing all the pros 
and cons, that converting to a bank is a better business option for 
them, NCUA has absolutely no interest in standing in the way. 

The essential responsibility of NCUA’s regulatory oversight of 
the conversion process is to ensure that the member-owners of 
credit unions receive clear, complete, and accurate information 
about the potential conversion, which will allow them to assess the 
consequences of a conversion prior to voting. 

Members should know what will happen to their ownership 
rights. Members should know that the rates and services may 
change. Members should know if the new mutual savings bank will 
convert to a stock institution. And members should know what will 
happen to member equity. 

Recent history is a relevant guide to what happens post conver- 
sion. Among credit unions that converted more than 2 years ago, 
21 out of 24, or 87 percent, have converted to stock institutions. 
When that occurs, 25 percent or more of the equity that had been 
approved by the former members of the credit union typically is 
transferred to the directors, officers, and employees of the new in- 
stitution. 

Members who own the credit union and its net worth have a 
right to know that when they vote on a proposed conversion, the 
officials who are not only recommending the conversion also stand 
to benefit personally from this kind of transfer of member equity. 

I’m not suggesting that there is anything improper about the 
management of a corporation having an interest in the company’s 
performance, nor do I believe that stock plans and other methods 
of employee and director investment are inappropriate. Rather, I do 
firmly believe that the equity in a credit union belongs to the mem- 
bers, and those members deserve to be fully informed when decid- 
ing to give it to others who are positioned to benefit in ways not 
available to the average member. 

NCUA is working on improvements to the regulation that will 
enhance member involvement in the process, communication, and 
disclosures. The forum you are offering today allows us to discuss 
these important matters. 

H.R. 3206, Congressman McHenry’s bill, addresses several as- 
pects of consumer protection and disclosure in a positive way. For 
example, his legislation seeks to improve current law by requiring 
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a secret ballot, and also an independent inspector of elections. It 
also retains the requirement to notify members 90, 60, and 30 days 
prior to a vote on conversions. These are three important compo- 
nents in any effort to preserve the rights of credit union members, 
and we appreciate Congressman McHenry’s work in this area. 

However, NCUA would not support any legislative change that 
inhibits the role of the agency in monitoring the disclosures or di- 
minishes in any way the responsibility of the credit union to pro- 
vide accurate and complete information about the conversion and 
the vote. 

This issue is one of consumer choice and protection. Our commit- 
ment is to ensure that members, and only members, control their 
own credit union. Information is the key; free-flowing, plain 
English, prominent information that empowers credit union mem- 
bers to make the decision that they believe is best. Again, if that 
decision is to convert from a credit union to another form of finan- 
cial institution, that is the members’ choice. 

We will not be indifferent to any attempt to convert that ob- 
scures any of the critical details related to change in structure, 
change in ownership, and transfers of equity. You in Congress de- 
serve nothing less, nor do America’s consumers who are credit 
union members-owners. 

Fellow NCUA board member Hyland has said, “If you believe in 
credit unions, you believe members have the right to vote to change 
the form of financial institution they want.” You also have to be- 
lieve that members must receive clear, complete, and accurate in- 
formation to make a decision as important as whether or not to 
convert. 

I would add that when members are given such an important de- 
cision, they must have faith that those who have been charged with 
overseeing these important procedures have put in place appro- 
priate safeguards to ensure that the members have access to the 
necessary information in order to make an informed vote. 

Thank you very much. I look forward to answering your ques- 
tions. 

[The prepared statement of Ms. Johnson can be found on page 
56 of the appendix.] 

Mr. Neugebauer. Thank you, Ms. Johnson. And now we will 
hear from Scott Polakoff, Deputy Director, Office of Thrift Super- 
vision. Welcome. 

STATEMENT OF SCOTT POLAKOFF, DEPUTY DIRECTOR, 
OFFICE OF THRIFT SUPERVISION 

Mr. Polakoff. Good morning. Chairman Bachus, Ranking Mem- 
ber Sanders, and members of the subcommittee. I appreciate the 
opportunity to testify for OTS on H.R. 3206, the Credit Union 
Charter Choice Act. I want to thank you, Mr. Chairman, for hold- 
ing these hearings, and I want to thank Congressmen McHenry 
and Gillmor and the other sponsors of H.R. 3206 for their leader- 
ship in this area. 

Charter choice is a fundamental precept at OTS. Since the agen- 
cy was created in 1989, many institutions have both left and en- 
tered the thrift charter. These so-called “charter flips” are a normal 
course of business at OTS and throughout the banking industry. In 
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our view, it is the role of the regulator to minimize regulatory ob- 
stacles, reduce burden, and facilitate legitimate business decisions 
regarding charter choice made by institutions we regulate. 

While I cannot represent the views of the other Federal banking 
agencies regarding the issue of charter choice, I can tell you that 
all of the banking agencies handle charter flips similarly. Each re- 
quires an application to obtain a charter within their jurisdiction, 
but requires no application to leave their jurisdiction and oversight. 
While an agency may forward supervisory information to a new 
regulator, there is generally not a requirement that an institution 
obtain permission from one of the banking agencies to leave its ju- 
risdiction, except where an institution has pending enforcement or 
similar issues, or is in potentially troubled condition. 

In my written statement, I describe the charter conversion proc- 
ess at OTS, which is the same for any entity or group seeking a 
new thrift charter, and our mutual-to-stock and mutual holding 
company, or MHC, conversion process. I will not rehash that dis- 
cussion here, but I want to clarify several misperceptions regarding 
membership rights of account holders of a mutual savings associa- 
tion. Similarly, I want to set the record straight on the issue of 
management benefits when a mutual savings association converts 
to a stock institution or into an MHC structure. 

Some had advanced the notion that credit union members’ rights 
are compromised when a credit union converts to a Federal mutual 
savings bank. In my view, nothing could be further from the truth. 
While there are certain differences in the rights of credit union and 
mutual thrift members, suggestions that one set is more equitable 
than the other is simply without merit. In fact, from an equity 
standpoint, a closer analysis of the differences reveals that if there 
is a judgment to be made, the rights accorded thrift mutual mem- 
bers are fundamentally more equitable than the rights accorded 
credit union members. 

For example, credit union voting is conducted on a one member, 
one vote basis, while the Federal mutual thrift charter provides for 
one vote per $100 on deposit, with the association being able to set, 
in its charter, the maximum number of votes per member at any 
number from 1 to 1,000. In our view, this type of voting provision, 
while different, is arguably more equitable than the one member- 
one vote rule, since it provides greater voting rights, up to a limit, 
to members that have made a greater contribution to the institu- 
tion. And even in small institutions, a member with the maximum 
number of votes could not exercise control of the institution. 

Another issue that has been raised is the fact that members of 
Federal mutual associations may, in most matters, vote by proxy, 
while credit union members vote by mail ballot. We do not find this 
to be a meaningful distinction. Members of a mutual thrift have 
the right to exercise their vote, whether by proxy or directly. The 
fact that members have the flexibility to grant management discre- 
tionary authority with respect to their vote does not make the vot- 
ing process less meaningful. And of course, mutual thrift members 
always have the right to revoke the proxy and vote their shares di- 
rectly. 

Finally, the economic nature of the membership interest in mu- 
tual associations and credit unions is quite similar. When a person 
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becomes a member of either entity, the person has the same rights 
as other members to participate in dividends or any liquidation of 
the entity. When a person ceases to be a member, they have no 
continuing interest in the institution. Membership interest in ei- 
ther entity cannot be transferred, and members of either entity 
cannot compel management to declare dividends. 

Although liquidations of either type of entity are extremely rare, 
liquidation rights in both entities are similar, with depositors shar- 
ing in any remaining equity after liquidation in proportion to the 
amount of their deposits. I note that this is consistent with pro- 
viding greater voting rights to members with greater deposit in- 
vestment in an institution. 

The other piece of misinformation that I want to dispel is the no- 
tion that management unfairly benefits in the conversion process. 
This is based on the idea that credit union management is con- 
ducting a charter flip through a mutual thrift with the intent of 
subsequently conducting a mutual-to-stock or mutual holding com- 
pany conversion to enrich themselves. 

In fact, management benefits are limited in a mutual-to-stock 
and mutual holding company conversion. Most important, before 
conversion of a mutual holding company stock offering occurs, the 
members of the institution must approve the transaction. Full dis- 
closure is provided regarding all aspects of the transaction, includ- 
ing management benefits. If members object to management bene- 
fits, they may vote against the transaction. 

While managers may purchase stock when the institution con- 
verts to stock form, such purchases are subject to the same terms 
applicable to other members. All purchases, including those by 
management, are subject to maximum limits so that no party ac- 
quires control in the conversion. In addition, purchases by all man- 
agers are subject to an aggregate limit. 

Converting savings associations may also establish an employee 
stock option plan in mutual-to-stock conversions. These are tax 
qualified employee benefit plans, and are subject to requirements 
regarding distribution of stock under the plans. Congress has en- 
couraged the use of these plans, and we believe that they are no 
less appropriate for newly-converted stock associations than they 
are for any other type of entity. Again, these transactions are sub- 
ject to member votes, so that if members object to the transaction, 
they may vote it down. 

Finally, an institution may establish management recognition 
and stock benefit plans after conversion. OTS rules provide that 
they may not be established until at least 6 months after the stock 
conversion, and these plans are subject to a separate shareholder 
vote. We believe these plans are appropriate, since these institu- 
tions compete on the same basis as other stock entities. And stock 
benefit plans enable institutions to retain and attract qualified 
management in the same manner as other stock entities. 

In summary, there are differences in certain aspects of the oper- 
ations of a stock savings association from a mutual thrift or credit 
union, and this may be the very reason why an institution decides 
to pursue that charter strategy. All entities should be accorded the 
right, with member approval, to pursue whatever charter best 
meets their business strategy and needs. 
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OTS supports all efforts to ensure effective communications be- 
tween an institution considering a charter conversion and its mem- 
bers. In our view, H.R. 3206 sets forth a clear set of guidelines that 
clarify appropriate standards of conduct and communications be- 
tween an institution and its members. Freedom of charter choice 
only has meaning if members are able to exercise an informed 
choice. 

OTS believes in charter choice and supports the efforts of deposi- 
tory institutions to organize under the charter that best supports 
their business plan and operating strategy. It is important for all 
regulators to uphold the basic right of freedom of choice. Regu- 
latory barriers that do not protect consumers or institutions, but 
rather serve as regulatory obstacles, should be eliminated. The in- 
tegrity of our financial services system requires this. 

Thank you, and I will be happy to answer your questions. 

[The prepared statement of Mr. Polakoff can be found on page 
100 of the appendix.] 

Mr. Neugebauer. Thank you, Mr. Polakoff, for your testimony. 
I think we’re going to have another vote here shortly, so what I’m 
going to do is I’m going to just briefly start the questioning period 
here. 

Ms. Johnson, in 1998, Congress acted to ensure that credit union 
members were adequately informed, appropriate disclosures are 
made, voting requirements are reasonable, and that there were 
safeguards against insider abuse. In implementing the law, there 
is concern that NCUA has gone beyond the Congressional intent. 
And could you explain how you are complying with and not regu- 
lating beyond the Credit Union Membership Access Act? 

Ms. Johnson. Thank you. Congressman. Well, we take our re- 
sponsibility very seriously. NCUA is required, as you indicated, to 
administer the vote by statute, and we believe very strongly that 
as a part of that process, the credit union members should under- 
stand, they should know why their credit union is converting. And 
our efforts have been in that regard to ensure that the members 
are fully informed prior to taking their vote, and the regulations 
that we have implemented follow those guidelines. 

Mr. Neugebauer. Thank you. Mr. Polakoff, at what point does 
OTS regulatory authority begin, and does OTS have any role to 
play when the institution is still a credit union? 

Mr. Polakoff. Thank you. Congressman. The OTS has a role in 
a conversion from a credit union to a mutual savings bank in in- 
specting the voting process. It’s only after the conversion is com- 
pleted that the OTS has a regulatory role in the oversight of the 
new institution. 

Mr. Neugebauer. Thank you. In the interest of time. I’m going 
to yield back the balance of my time and call on the gentleman 
from North Dakota, Mr. McHenry. I said North Dakota. North 
Carolina. 

Mr. McHenry. Slightly different accent, Mr. Chairman. 

Mr. Neugebauer. Yes. Well, geography relocation. 

Mr. McHenry. A lot like Texas. 

Mr. Neugebauer. Yes. 

Mr. McHenry. Thank you, Mr. Chairman. If I may begin with 
Mr. Polakoff In a typical conversion to the stock form of owner- 
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ship, do the executives of the institution profit by obtaining stock 
far in excess of that available to the institution’s members? 

Mr. POLAKOFF. Thank you, Congressman. The answer to that 
question is no, that there is a prescribed priority list for the oppor- 
tunity to purchase stock. And that prescribed priority list starts 
with eligible account holders. And in fact, while there are five dif- 
ferent categories, three of the five categories are account holders, 
one is the employee stock ownership plan, and the very last is the 
community. So indeed, it’s quite possible that eligible account hold- 
ers could purchase the entire stock offering. 

Mr. McHenry. It’s possible that all those groups could purchase 
100 percent of the stock before management could purchase stock? 

Mr. PoLAKOFF. Congressman, management can only purchase 
stock in any of the four priority categories if they are account hold- 
ers. So the only category upon which an insider, or management, 
could purchase stock if they’re not an account holder is in the very 
last group, which is the community group. 

Mr. McHenry. Thank you. Ms. Johnson, to that same end, I read 
from your disclosure statement from Omni America Credit Union 
that that previous conversion, which is something — number 3 in 
your disclosure form. Let me say about your disclosure form with 
NCUA, there are two things that are good about it. 

First of all, the disclosure is clear. It’s in plain English. Which 
for a government agency — 

Ms. Johnson. We did pretty well there, didn’t we? 

Mr. McHenry. — is pretty good. Second, it’s on one page, which, 
as we’ve discussed, and I’ve discussed a number of times here in 
this committee, that we’ve mandated so much disclosure that in the 
end, the consumer, the owner, the member, gets no disclosure, be- 
cause there’s so much of it. So I do want to commend you on having 
one page and it being in clear English. 

However, Mr. Polakoff just explained in the conversion process 
that what you’ve included here is materially false. And, you know, 
to that effort that you said clear, concise — clear, complete, and ac- 
curate information, it appears that this number three conversion is 
materially false. 

Ms. Johnson. Congressman, I would respectfully disagree. We’re 
talking about the opportunities that are available to management 
and the employees that is not available to the regular members. 
There are management retention plans, there are employee stock 
option plans, and there are stock benefit plans that the average 
member does not participate in. 

Mr. McHenry. Do all institutions offer that? Do all stock — forms 
of institutions offer those benefits? 

Ms. Johnson. I would have to say I don’t know on that. How- 
ever, I would think that the equity that is transferred, we have 
seen in this portion just the management, the employees can re- 
ceive anywhere from 20 to 40 percent of the equity that has been 
built up by the members. 

Mr. McHenry. Okay. Mr. Polakoff, is there a limitation on 
which — in the event that the mutual savings bank then goes to 
stock institution, which is a possibility of which OTS regulates, not 
NCUA, is there a limitation on which management can purchase 
stock? 
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Mr. POLAKOFF. Thank you, Congressman. 

Mr. McHenry. Just yes or no. 

Mr. PoLAKOFF. Yes. 

Mr. McHenry. Yes. Is it 40 percent? 

Mr. POLAKOFF. No. 

Mr. McHenry. Okay. So it appears to me that, you know, num- 
ber three, part of disclosure, which is part of the regs here, is mate- 
rially false. And, you know, certainly as you go forward with the 
regulatory process, that would he something that I would regard as 
speculative in nature, which is what my legislation addresses. So 
Ms. Johnson, if you could consider that going forward, I would he 
much — I think it would be good for public policy. 

Follow up for you, Ms. Johnson. In your testimony, your written 
testimony, you impressed upon us that the NCUA rules should not 
be required to be identical to those of other regulators such as 
OTS. However, CUMAA specifically directs NCUA to write conver- 
sion rules that are “consistent with rules promulgated by other fi- 
nancial regulators,” and “shall be no more or less restrictive than 
that applicable to charter conversions by other financial institu- 
tions.” 

Your position seems to be in direct conflict with the standards 
set in law by CUMAA. How do you reconcile this disparity? 

Ms. Johnson. Congressman, the statute does require that the 
rules be no more or less restrictive than the other financial regu- 
lators. However, it does not say that they are to be identical. And 
I would just say that the transactions may differ, but the principles 
remain the same among the Federal regulators, and that is to pro- 
vide consumer protection and adequate disclosure. I think we both 
have that goal in mind. And because the transactions differ, there 
needs to be different information available. 

Mr. McHenry. And if I may close — 

Mr. Neugebauer. The gentleman’s time has expired. In order to 
get to — and I thank the gentleman from North Carolina, by the 
way, for that, and I’m going to go to the gentleman from Texas, Mr. 
Hensarling. 

Mr. Hensarling. Thank you, Mr. Chairman. First I’d like to 
state again for the record that I could not be more passionately 
neutral as to the relative merits of doing business with a credit 
union and community bank, a thrift. And I certainly understand 
the zeal of those who believe that their particular model is a supe- 
rior model. I, frankly, reserve my zeal for a competitive market- 
place and freedom of choice. 

Ms. Johnson, in your testimony, I think you stated early on that 
the — I don’t want to put words in your mouth — that the reason for 
being or the charter of the institution, that the NCUA is to provide 
for the safety and soundness, that that is your mission with respect 
to credit unions. And if that is true, what is the safety and sound- 
ness issue involved in charter choice? 

Ms. Johnson. The role of the regulator, especially that of a fi- 
nancial regulator, includes that consumer protection element. We 
work together in truth in lending, truth in savings. The regulator 
is that cop on the beat, so to speak, to look out for the consumer. 
And this regulation is all about consumer protection, making sure 
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that the member has the information that they need prior to voting 
in order to make an informed vote. 

And so I would say that the role of regulator is to do exactly that. 
That is the safety and soundness of the whole financial institu- 
tions, that the consumer can go into the institution and know not 
only are their deposits safe and sound, but that the regulator and 
the institution is looking at the best interests of the consumer. 

Mr. Hensarling. In conversations that I’ve had with you and 
with members of your staff — and again, I do not wish to put words 
in your mouth — but I’ve left with the impression that you consider 
the ownership rights of a member of a credit union to be analogous 
to those of one who may hold stock equity in a public company. Is 
that a fair representation of the position? Is that an analogy that 
has been used before? 

Ms. Johnson. What I have said is that the member-owner of a 
credit union is indeed an owner. One member, one vote. And 
there’s a difference between having ownership in a credit union 
and being a customer of a bank. I mean, there are risks and re- 
wards to ownership. And so — 

Mr. Hensarling. Okay. If I’m a member of a credit union, and 
I decide to leave that credit union, and I cash out my account, what 
happens to my equity interest? 

Ms. Johnson. Let me explain a little bit about what the owner- 
ship of a credit union is and how it differs. The Federal Credit 
Union Act says that a member’s shares are equity, and equity in 
that regard does mean ownership. 

A member receives — by being an owner in a not-for-profit cooper- 
ative, the member receives benefits through better rates, lower 
fees. And if the credit union does well, they receive dividends. If 
there is a voluntary liquidation, all the equity is returned. 

However, there are also risks to being a member of a credit 
union and having ownership in that institution. Because if the 
credit union doesn’t do well, there is no return of dividends, con- 
trary to that of a bank, where a customer has a contract with the 
bank, a percent of interest on their deposits, etc. 

If the credit union would become insolvent, the members in a 
credit union get theirs after the creditors in regards to uninsured 
shares. Where — 

Mr. Hensarling. Let me ask you this question, though. I some- 
how think that the case might be a little bit more persuasive if a 
credit union in a certain city might represent the last of the Mohi- 
cans. I live in Dallas. There are a lot of credit unions there, a lot 
of good credit unions there. If one credit union decides to have a 
conversion at the advice of management, if one wishes to stay a 
member of a credit union, again, in a competitive marketplace as 
of today, there are a whole lot of choices. 

So I’m still trying to figure out if the member didn’t invest on 
the front end, what is he losing if he has the opportunity to vote, 
and there are still a number of credit unions throughout our land 
with which he can do business? 

Ms. Johnson. You’re correct. That member should have the right 
to vote to convert that credit union to another charter of choice, if 
that’s in their best interest. If they have the information and they 



17 


agree that that is best for them, they should have that opportunity 
to vote. 

As you know, credit unions are restricted by fields of member- 
ship. And when you say whether a member then can just go to an- 
other credit union, that may or may not be the opportunity. They 
may not qualify as a member of another local credit union. 

Mr. Neugebauer. I’m going to have to kind of interrupt here. We 
have a vote, and we’re down to 2 minutes. We’re going to recess 
until after this vote. We’re going to ask this panel to hold over. We 
do have some members that have some additional questions before 
we bring the next panel on. So we’re recessed for about 15 minutes 
here until the end of this vote. 

[Brief Recess] 

Mr. Price, [presiding] The committee will be in order. I want to 
thank the panel for your patience. We apologize for the interrup- 
tion. I appreciate your forbearance with the processes here. 

We’ll return to questioning for this first panel. And Mr. Sher- 
man, are you — 

Mr. Sherman. I’ll yield to anyone else who has questions first. 
But if I’m the last question of this panel. I’ll go forward. 

Mr. Price. I’ll take the prerogative of the Chair and ask a few 
questions, then, if I may. And I apologize for not being here for 
your testimony. I’ve read portions of your statements, and I appre- 
ciate that. 

Ms. Johnson, I have a couple of questions. There seems to be 
some discrepancy in the number of conversions that folks cite. 
Some conversion opponents say that 21 converted credit unions 
have become stock-owned, and others say that seven — that that 
number is seven, or closer to seven. Do you have any thoughts 
about that discrepancy, or can you provide me with any clarifica- 
tion on that? 

Ms. Johnson. Congressman, I’m not sure where the discrepancy 
lies. But I’m confident in our data, and I would be more than 
happy to provide that to you if you’d like. 

Mr. Price. If you would, that would be helpful. 

Ms. Johnson. I’d be glad to. 

Mr. Price. I have a question about regulatory consistency. The 
rules — apparently, your position, or NCUA’s position, is that when 
conversions occur, these rules cannot and should not be identical 
to those of other regulators. My reading of the rule seems to state 
that it doesn’t require that the rules be identical. It requires that 
they are no more or no less restrictive. Do either of you have any 
comments on that apparent discrepancy? 

Ms. Johnson. Congressman, from my standpoint, you’re right, no 
more or less restrictive. The transactions are different, and so 
therefore, they certainly can’t be identical. If we look closely, there 
are some things. I’m sure, between the two where OTS may be 
more restrictive and we’re less restrictive, you know, in a very mar- 
ginal way. 

But I think on the whole, the rules are very comparable. We both 
have the consumers’ best interest at heart, hopefully. That’s what 
our goal is. And that is the full intent of our rules, is to provide 
that consumer protection. 
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Mr. Price. But you would agree that the rule is that it be — that 
the rules be no more or no less restrictive. 

Ms. Johnson. That’s right. But it’s very hard to get them the 
same. Because, well, for instance, on notification, credit unions are 
required to send mailings out to all of their members, because it’s 
a restricted field of membership, where a mutual is open to anyone. 
So as part of their regulation, they post the information in the 
lobby. 

So, you know, do you consider that more or less restrictive? It’s 
just that they’re different. 

Mr. Price. Mr. Polakoff, do you have any comment on those? 

Mr. POLAKOFE. Well, Congressman, thank you. If we think of a 
credit union as a mutual institution, and if we compare that to a 
mutual savings bank as a mutual institution, a mutual savings 
bank can be two different charters. It could be a Federal charter 
or a State charter, and it can go back and forth between the two. 

When a Federal mutual savings bank converts to a State charter, 
it simply provides a notice to OTS, and it is the responsibility of 
its new regulator to approve the transaction. 

Mr. Price. Thank you. Ms. Johnson, I also would appreciate your 
clarifying or helping me understand the differences between the 
rules for credit unions and mutual banks in terms of the member- 
ship or the members of both. Are there, for example, voting rights, 
the right to request special meetings, the right to nominate direc- 
tors, amend bylaws, etc.? Would you help me in understanding the 
differences between those two? 

Ms. Johnson. I’d be glad to at least try. Congressman. There is 
a difference in the voting rights of the credit union members and 
those who belong to a mutual bank. In a credit union, it’s one 
member, one vote. No proxy voting is allowed. In a mutual savings 
bank, they may allow proxy voting. And as my colleague stated ear- 
lier, that could mean $100 equals one vote, $100 deposited in the 
institution, up to a thousand votes. 

So very simply, if a person has $100,000 in a mutual savings 
bank, they would be allotted a thousand votes. So if you have 10 
people, there’s 10,000 votes. If I, as a member of a credit union, if 
that were the case — or if I were a member of the mutual and I only 
had $100 on deposit, if I were a single mom or a college student 
with $100, I would have one vote. 

So I would not say that we have never indicated or tried to in- 
sinuate that anyone would have a majority of votes in a mutual 
savings institution. However, I would have to round up 10,000 of 
my closest friends with $100 on deposit in order to equal the votes 
of those 10 people. 

So it’s a dilution, or it can be a dilution. It’s a different type of 
voting representation. And I think bottom line, that’s the beauty of 
the credit union system. The little guy counts. 

Mr. Price. Thank you. I have some other questions that I’d like 
to be able to submit to you and receive responses. 

Ms. Johnson. Be glad to. 

Mr. Price. Thank you. Mr. Sherman, are you ready? 

Mr. Sherman. Yes. 

Mr. Price. You’re recognized for 5 minutes. 
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Mr. Sherman. Well, thank you. This seems to be a hearing about 
a solution looking for a problem. I’ve spent a lot of time in my dis- 
trict over the last 10 years, and no one has ever said, “My life 
would be made better if only some particular credit union con- 
verted to a different structure.” 

I’m also quite concerned that I’ve seen non-profit health organi- 
zations convert to for-profit, particularly hospitals, and I’ve never 
seen a community celebration when a non-profit hospital converts 
to for-profit status. 

From a consumer standpoint, I don’t see what the benefit is from 
such a conversion of a credit union. We also need to be concerned 
about risks to the taxpayer. Chairman Johnson, when was the last 
time a credit union failure cost the insurance fund a penny, and 
when was the last time that lack of money in the insurance fund 
forced the taxpayers to bail out the credit unions? 

Ms. Johnson. Congressman, the credit union insurance fund and 
those deposits have taken care of any credit union failures. There 
has never been — 

Mr. Sherman. So the taxpayers never had to come up with a 
penny. 

Ms. Johnson. Taxpayers have never bailed out the credit unions. 

Mr. Sherman. When was the last time there was a credit union 
failure that cost the insurance fund money? Or is that something 
that tends to happen somewhere in the country every few months? 

Ms. Johnson. There can be costs associated with involuntary 
mergers, and the insurance fund is there for that purpose. 

Mr. Sherman. Now, if a credit union converts and it has cap- 
ital — I’m more familiar with this from non-profit health organiza- 
tions. They convert, and the value of their assets tends to go — well, 
it tends to stay in the health field. When a credit union converts, 
who owns the assets? 

Ms. Johnson. We contend that the member-owners of the credit 
union own the assets, own that equity. The members have contrib- 
uted their deposits to the institution, and then, of course, that’s — 

Mr. Sherman. Is that ownership per capita, or per dollar in- 
vested, or per dollar invested over a period of time? 

Ms. Johnson. Ownership in a credit union is one member, one 
vote. 

Mr. Sherman. So a credit union could be charging less to its 
members for loans or paying higher interest rates, and then it 
wouldn’t accumulate quite as much value inside the organization. 
Or if it accumulates that, it could have a — ^you know, change its 
policies and charge less interest and pay more to depositors. So 
that if a credit union stays as a credit union, the beneficiaries of 
all that accumulated capital are supposed to be the members, 
right? 

Ms. Johnson. Right. The members benefit by lower fees, better 
interest rates, so that equity that is sitting there at the time of a 
conversion could possibly have been returned to the members in 
the form of lower fees or interest rates. That is the members’ eq- 
uity sitting there. 

Mr. Sherman. So if a credit union stays a credit union, it’s sup- 
posed to use its capital to benefit its members through lower fees 
and better interest rates. 
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Ms. Johnson. Products and services, yes. 

Mr. Sherman. Is there a counter argument that somehow a cred- 
it union could convert to another status and its capital could belong 
to anyone other than the members on a per capita basis? You said 
you contended that it belongs to the members. Is there somebody 
out there not wise enough to agree with your contention? 

Ms. Johnson. We understand the credit union structure very 
well, Congressman, and it is the members’ equity. Perhaps others 
would disagree. But that is the role of the credit union and their 
structure. 

Mr. Sherman. Has there been a credit union conversion where 
someone other than the members reaped any benefit from that con- 
version? 

Ms. Johnson. From the data that we have seen, it’s clear that 
a portion of that equity does have a possibility of being transferred 
in particular to those who have recommended the conversion proc- 
ess. Now, it’s legal, and all we’re saying is that the members 
should be aware that this is available. 

Mr. Sherman. When you say, “those who have recommended,” do 
you mean outside consultants? Do you mean management? Do you 
mean board members? How can I get in on this gravy train? You 
know, send out a hundred letters to a hundred credit unions recom- 
mending conversion? I could somehow benefit from this? 

Ms. Johnson. It’s the board of the credit union that makes the 
decision. It has to be a majority of the board making the decision 
to do the conversion. 

Mr. Sherman. How could the board member benefit from making 
that conversion? 

Ms. Johnson. Again, Congressman, there are particular options 
that are available to management and employees that are just not 
available to the average member. The average member can pur- 
chase stock. There’s no question. But there are options available 
that aren’t available to each and every member. Again, we’re not 
opposed to that, other than the members should have the oppor- 
tunity to know that exists. 

Mr. Price. The gentleman’s time has expired. 

Mr. Sherman. Thank you. 

Mr. Price. Mr. Kanjorski? The gentleman is recognized for 5 
minutes. 

Mr. Kanjorski. Thank you, Mr. Chairman. Chairman Johnson, 
I’ve heard a lot of the debate about the efforts of the Dearborn Fed- 
eral Credit Union to convert. Could you describe that situation for 
me, and what NCUA’s role was? 

Ms. Johnson. Gladly, Congressman. I think a lot of the informa- 
tion out there has been misinformation, unfortunately. And I’d like 
to clarify a little bit on the steps that have been taken. 

According to their Web site, the board members have been work- 
ing on or studying the idea of a conversion for the last 4 years. 
They have had the opportunity to communicate with their members 
prior to the board taking a vote on whether to convert, but chose 
not to do so. The allegation is that the credit union has been pre- 
vented by NCUA from communicating with their members, and I 
would very strongly disagree with that. That’s not the instance. 



21 


Dearborn submitted their application, and then submitted their 
notices to be sent to their members. They sent them in, and 
through the process, were required to get back within 30 days to 
give them, you know, if everything is according to Hoyle, and we 
did that. They sent their communication to their members. In no 
part of the process did NCUA restrict their ability to communicate 
with their members. 

Mr. Kanjorski. I have some very strong predilections against 
conversion. I’ve laid that on the table. Because I look at it as a 
form of rating of assets. And I have a great deal of high respect 
for the built-up equity of long-existing credit unions that present 
members have nothing to do with building up. 

So for purposes of our discussion, assume that I see this $1 bil- 
lion or $5 billion credit union out there, and I concoct a way that 
I could go and have an element when only three members show up, 
and myself and my friend will vote for conversion. And therefore, 
I will become the recipient of the largesse of the prior constructed 
equity when I wasn’t a member, didn’t participate in the credit 
union movement, or wasn’t a member of that specific credit union. 

Isn’t there some — a vehicle that should be put into place to basi- 
cally say that credit unions are rather unique institutions insofar 
as what equity they have is built up in multiple generational devel- 
opment, as opposed to the single member? And this whole idea of 
converting to a mutual bank, or eventually a stock company, is a 
method of rating the assets of generational building of equity. 

And if people are tired of running the credit union, we have to 
find a way. Now, they can either, under your office, be merged into 
another credit union to perform the same function, or if we have 
too many credit unions in the company and too many assets in 
credit unions, we could find a trust vehicle or empower the court 
to act as a trustee to take equity and commit it to like purposes. 

But we have in this country today, not only in the credit union 
movement but in the non-profit corporation movement, a lot of very 
sophisticated raters that see these pigeons out there with massive 
amounts of assets that by legal conversion can tap into those assets 
for their own advertisement or for the, as you had mentioned, the 
benefit of the managers and the board of the credit union. And the 
temptation to sell out your fiduciary relationship probably becomes 
high. 

I’ve seen situations even in non-profit health conditions where a 
for-profit comes in to buy out a not-for-profit that has a great deal 
of assets. And generally, when you study the proposition of the 
president, the general counsel, and those people who have a fidu- 
ciary relationship to the public tend to walk away with golden 
parachutes of incredible amounts, millions and millions of dollars. 

I had one general counsel who sold a non-profit health entity out, 
and his golden parachute was $16 million. Quite a temptation for 
a lawyer, even though he’s general counsel, and even though he 
has a fiduciary relationship. And I would imagine that the tempta- 
tion exists at the credit union movement, particularly in an evolv- 
ing, growing area where there’s less association and identification 
with the credit union. 

What can we do, or what can you do as a regulator, I should ask 
first, to prevent this concept of rating? And two, of course. I’m part 
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of a bill with Mr. Royce to move it up to 20 percent, and to provide 
for a lot of transparency. If I had my way, I’d go to 50 percent back 
at the overall, and I just wouldn’t allow this, what I call, uncon- 
scionable rating to occur. 

My friend from California asked how he can get in on the gravy 
train. And the reality is almost any smart lawyer in this town, and 
consultant, can get in on the gravy train. And it’s about to happen. 
And it’s happening not only in the credit union movement, but in 
the non-profit corporation movement where accumulated assets 
over generations intended to be done for good purposes are now 
being diverted to the selfish interest of those people who put the 
movement on to change the structure. What can we do and what 
can you do to disabuse what I consider that abuse, or what can we 
do to change the law? 

Mr. Price. The gentleman’s time has expired. You’re certainly 
welcome to answer the question. 

Ms. Johnson. Congressman, I think that’s where the role of the 
regulator comes into play. Consumer protection. The best way to 
protect the consumer is to give them the information that they 
need. Complete transparency in the process. I have confidence in 
the credit union member to make the appropriate decision if they 
only know what they’re voting on. 

Mr. Price. The gentleman’s time has expired. I’d ask unanimous 
consent that Mr. McHenry be allowed to ask one more question. 

[No response] 

Mr. Price. Without objection, Mr. McHenry is recognized. 

Mr. McHenry. Thank you, Mr. Chairman. It’s a simple line of 
questioning to OTS, and follow-up with Ms. Johnson, just so you’re 
prepared, so we can click through this pretty quickly. 

How much litigation has OTS faced in the conversion process 
over the last year? 

Mr. POLAKOFF. Congressman, I’m not aware of any successful 
litigation against OTS. 

Mr. McHenry. Okay. Speculation. Do you allow speculation on 
future operations that may or may not occur in a converted institu- 
tion? 

Mr. PoLAKOFF. Congressman, we do not. 

Mr. McHenry. Okay. Who is allowed to vote in a conversion 
process from mutual bank to a stock-letting institution? 

Mr. POLAKOFF. For a mutual savings bank that converts to a 
stock savings bank, all the eligible voters, which is a defined term, 
can vote on that. 

Mr. McHenry. How is that defined? 

Mr. POLAKOFF. It is set, I believe, at 60 days before the vote, up 
to 20 days before the vote. 

Mr. McHenry. Ms. Johnson, who’s allowed to vote in a credit 
union conversion? 

Ms. Johnson. Pardon me? 

Mr. McHenry. Ms. Johnson, who is allowed to vote in a credit 
union conversion? 

Ms. Johnson. All the members are allowed to vote on that con- 
version. 

Mr. McHenry. And what is the amount of time they have to be 
members? 
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Ms. Johnson. The board of directors sets that time line of when 
that — 

Mr. McHenry. The board of directors. Okay. OTS sets when the 
members are allowed — 60 days before the conversion? 

Mr. POLAKOFF. Congressman, I believe it’s no more than 60, no 
less than 20 days before. 

Mr. McHenry. Okay. Additionally, how many years has OTS 
had conversion regs on the books? 

Mr. PoLAKOFF. We’ve had credit union conversions starting in 
19— 

Mr. McHenry. No, no. Your conversions which you oversee. 

Mr. POLAKOFF. Congressman, since, we believe, the late 1970’s or 
early 1980’s, sir. 

Mr. McHenry. Okay. Ms. Johnson, how long have you had con- 
version regulations on the books? 

Ms. Johnson. Just a minute. Let me check. I’ve been here for 4 
years, and I know it’s — 

Mr. McHenry. The answer is since — 

Ms. Johnson. 1995. 

Mr. McHenry. Okay. Additionally, Ms. Johnson, the conversion 
from a mutual savings bank to a stock-letting institution, do you 
oversee that process at NCUA? 

Ms. Johnson. No. 

Mr. McHenry. No. Okay. Then I would simply ask that your dis- 
closures to that end detailing — specifically number three disclosure 
in your regs, subsequent conversion to stock institution, is not 
under your regulatory purview. And therefore, your speculation 
about that is creeping into the area that OTS oversees. 

Additionally, what I would add is — off the NCUA regulations on 
conversions; double-spaced, 12-point font, seven pages. I don’t know 
how small this font is, but certainly a magnifying glass would help. 
Double columns from OTS, 27 pages of regulation. 

I would say, if I could just end this way, Ms. Johnson, meet Mr. 
Polakoff. Mr. Polakoff, meet Ms. Johnson. Perhaps NCUA could 
learn something from OTS’s regs on the books. As I’ve said repeat- 
edly in our conversations and to other board members at NCUA, 
the preferable routes for addressing this conversion process would 
be through regulation that is clear and concise, where you don’t 
have two attorneys sitting around the table and making a verbal 
agreement about something that goes on to be litigated. 

And as I laughed to a room full of attorneys yesterday, I thought 
it was humorous that two attorneys sat down and said, “Take my 
word for it. We’re going to have a verbal agreement here,” nod, nod, 
wink, wink, and not expect litigation out of it. 

And so I would ask that going forward, perhaps you can speak 
for a moment or two about the direction that you will be going at 
NCUA to clarify these regs. And is there anything that you could 
learn from OTS in their regs? 

Ms. Johnson. Congressman, we’ve certainly learned from the 
process. I wouldn’t say learning from OTS, necessarily, because the 
regs are different. But we’ve learned through the conversion proc- 
ess, correct. 
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Mr. McHenry. But CUMAA actually says that you should have 
like kinds, similar regs, as other financial institutions have in their 
conversion process. That’s why you both are on this panel. 

Ms. Johnson. Correct. The transactions differ, however, but the 
intent of the regulator is very much the same for ensuring that 
there’s clear and concise information to that person as they make 
their vote. 

The length of the regulations is immaterial, in my mind, if you 
want short and clarified. I think our disclosure is very much along 
that line. 

Mr. McHenry. In closing, just to add one further thing, Mr. 
Chairman, the plans to convert, OTS says that a stock-letting insti- 
tution to avoid corporate raters is not allowed — the board of direc- 
tors is not allowed to talk about a stock offering, and that’s strictly 
prohibited. NCUA details in their offering to members the disclo- 
sure on whether or not they will go to a stock-letting institution. 
Perhaps NCUA regs are leading to further speculation and what 
Mr. Kanjorski referred to as corporate raters. So perhaps that’s 
something you could address as well, beyond just the speculation 
in your regs. 

Thank you for — and you can answer that question. Thank you, 
Mr. Chairman. 

Mr. Price. The gentleman’s time has expired. Would you like to 
comment on that? 

Ms. Johnson. I would like to make one comment. We do require 
the credit union to tell the members why they are making this con- 
version. And in many cases, they indicate that capital — the need 
for additional capital. In order to acquire additional capital, they 
have to have moved to a stock institution. So it’s not speculative 
that that’s where they’re going. 

So they indicate up front that capital is an additional need. In 
order to raise capital, the stock — a move to a stock-held institution. 

Mr. Price. Thank you. As that was a few more than one ques- 
tion, the final questioner for this panel will be Mr. Kanjorski. And 
you’re recognized for 5 minutes, sir. 

Mr. Kanjorski. Thank you, Mr. Chairman. Mr. Polakoff, do you 
have any regulations — if I were in a mutual savings entity and I 
wanted to get out of it, do I have to comply with any regulations, 
rules, or conditions? 

Mr. Polakoff. You would simply notify us that you were moving 
to another sort of mutual form of ownership so it could go to a 
State charter organization or to a credit union. 

Mr. Kanjorski. Or we could move to a bank. 

Mr. Polakoff. Well, to move to a — it could be a State chartered 
mutual bank. Yes, sir. 

Mr. Kanjorski. Well, as I understand it, with credit unions, we 
haven’t taxed them. We give them a special condition because they 
are an accumulation of equity. But if a set of credit unions want 
to move out of the credit union situation into a mutual savings, 
and then move to a mutual bank with stock, which is a for-profit 
entity, why shouldn’t we say well, then, these untaxed assets that 
aren’t being distributed to the creators of the credit union, the past 
generations, because most of them are dead, and they aren’t being 
distributed to the present membership, why shouldn’t we start tax- 
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ing a portion or the whole amount at a corporate rate so that we 
capture back untaxed funds before they get in a for-profit organiza- 
tion? 

Mr. PoLAKOFF. The conversion, Congressman, that I believe we 
were talking about initially is the conversion from a mutual to a 
mutual institution. 

Mr. Kanjorski. Right. And it’s a step. Let’s face it. It’s an 
unspoken step. What they’re really doing is going to a for-profit. 
That’s where the consultants, the developers, and the inner core 
are going to make their money, when they go to the stock. So why 
should we allow them to avoid taxation in every regard? 

My friends in the banking industry are always on my back about 
the special protection the credit unions get in that they don’t pay 
taxes. And I happen to favor that they don’t pay taxes. But now 
if they’re going to move to a for-profit organization, let’s recoup 
back all our unpaid taxes to the Federal Government. 

My other alternative would be to put it in a trust and distribute 
it to a like entity that would carry on the conditions of a credit 
union. But we don’t have that condition in the law yet. I hope we 
move toward putting that condition in the law. But if we don’t have 
that to protect that acquired equity in past generations, why 
should we allow them to avoid taxation on those profits and growth 
of equity? 

Mr. PoLAKOFF. I would defer to Congress, Congressman, on 
whether there should be taxation of credit unions or not. 

Mr. Kanjorski. I’m not talking about the taxation of credit 
unions, now. I’m talking about taxation to recover back assets that 
are now being converted to stock companies for profit that have 
never paid any taxes on the conversion. And it’s obviously being 
done for the purpose of somebody making a profit. So if we’re going 
to allow them to make a profit, why shouldn’t we tax the assets 
that they’re moving over from the credit union to the mutual sav- 
ings bank to the bank, the stock bank? 

Mr. POLAKOFF. Congressman, I believe the answer to that ques- 
tion resides in the fact that the very first priority of people who can 
purchase stock in a mutual-to-stock conversion indeed are the 
shareholders. And I think that may address your concern, sir. 

Mr. Kanjorski. Well, no. I mean, you know, there are a lot of 
people who are members of a credit union who will never be able 
to avail themselves. Most people in my district who belong to credit 
unions are not capable of investing and buying huge blocks of stock 
to protect their equity. They just couldn’t do it. You know, the cred- 
it union movement is basically a grassroots, by-your-bootstrap pro- 
tection of people in need. 

In my area, I saw it when we had a recession, people were able 
to get relocation money from their local credit union, not from the 
bank, because they didn’t have the assets. They didn’t make the 
conditions of the bank loan. But a credit union was able to give a 
character loan so that people could sustain their family and relo- 
cate. 

When you’re moving out of the credit union movement, and now 
you’re moving toward the mutual savings, and eventually to the 
mutual bank, now you’re moving toward making profit. And I just 
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can’t understand why you aren’t up here advocating that boy, this 
is a chance to start getting back the government’s money. 

We gave a lot of leniency here to the credit union movement, be- 
cause it supports something special. But when they voluntarily 
want to leave that special activity, and they don’t want to put those 
funds into another credit union that would carry on that public 
purpose, then why shouldn’t we at least capture back the tax bene- 
fits from that? I know I’m being argumentative here, but can you 
make an argument of why we shouldn’t do it? 

Mr. Price. The gentleman’s time has expired, but you’re welcome 
to answer that question. 

Mr. POLAKOFF. Congressman, I certainly don’t want to offer an 
argument to your position. There is an account called a liquidation 
account, sir. And when an institution goes from a mutual to a stock 
institution, a liquidation account is established. And down the 
road, if that stock institution ever is liquidated, the account holders 
at the institution do take advantage and reap the benefit of that 
liquidation account, sir. 

Mr. Kanjorski. The present living members. 

Mr. PoLAKOFF. Yes, sir. 

Mr. Price. Thank you. The gentleman’s time has expired. We 
want to thank Mr. Polakoff and Ms. Johnson for your testimony 
and for your patience. There will be some members, I think, who 
will have questions to submit to you, and we would appreciate 
prompt responses to those questions. Thank you very much. We ap- 
preciate you coming. 

I ask unanimous consent to submit the following written testi- 
mony into the record: statement of Mr. Alan Theriault, president 
of CU Financial Services; statement of Mr. Lee Bettis, executive di- 
rector of the Coalition for Credit Union Charter Operations; state- 
ment of Mr. Camden Fine, president and CEO of the Independent 
Community Bankers of America; and statement of the National As- 
sociation of State Credit Union Supervisors, without objection. 

We want to welcome the panel members on Panel II. We appre- 
ciate again your patience this morning and your tolerance of our 
schedule, and we look forward to your testimony. 

Ms. Laurie Stewart, president and CEO of Sound Community 
Bank, representing America’s Community Bankers, welcome; Mr. 
Tom Dorety, president of Suncoast Schools Federal Credit Union, 
representing the Credit Union National Association; and Mr. Ed- 
ward Yingling, president and CEO, representing the American 
Bankers Association. We welcome you. And for introduction of Mr. 
Schaefer, I ask Mr. McHenry. 

Mr. McHenry. Thank you, Mr. Chairman. My good friend Marc 
Schaefer is president and CEO of Truliant Federal Credit Union, 
formerly AT&T Family Credit Union, in Winston-Salem, just right 
outside of my district. He’s been CEO and president for 11 years. 
And he’s at the very forefront of the banker lawsuits against 
NCUA and credit unions, as he would say. 

Marc has addressed hundreds of credit unions, and has been ac- 
tive on the Hill for a number of years, as well as across the coun- 
try, and in emerging democracies in Central and South America, 
as well as around the world, to discuss credit unions and financial 
literacy, which is very important. 
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Marc is currently serving as the chairman of NAFCU’s Credit 
Union Committee, and is chairman of the NAFCU roundtable as 
well, as well as a part of CUMAA and a vice chair of one of their 
subcommittees as well. He lives in Forsyth County, and is very in- 
volved in the business community there. 

We’ve had a number of interesting discussions. Again, as I ref- 
erenced in my opening statement, perhaps he now believes that I 
do not have a horn or tail, at least not horns. And he’s been well- 
published throughout the credit union industry, as well as in the 
banking industry, interestingly enough. And we’re very happy to 
have Marc here. 

Mr. Price. Mr. Schaefer, we welcome you and all panel members. 
We appreciate you coming today, and look forward to your testi- 
mony. I would just remind you of the light system. Five minutes 
of testimony. The yellow light comes on at 1 minute. And when you 
see the red light, if you would wrap up, that would be appreciated. 

We thank you again very much, and Ms. Stewart, we look for- 
ward to your testimony. We recognize you. 

STATEMENT OF LAURIE STEWART, PRESIDENT AND CEO, 

SOUND COMMUNITY BANK, ON BEHALF OF AMERICA’S COM- 
MUNITY BANKERS 

Ms. Stewart. Mr. Chairman and members of the subcommittee, 
I am Laurie Stewart, president and CEO of Sound Community 
Bank in the Puget Sound area of Washington State. Sound Com- 
munity Bank is a $214 million community bank created by the con- 
version of Credit Union of the Pacific in 2003. 

I am testifying on behalf of America’s Community Bankers in 
strong support of H.R. 3206, the Credit Union Charter Choice Act. 
H.R. 3206 is critical to ensuring that the NCUA adheres to the law 
and follows the intent of Congress. 

In the 1998 Credit Union Membership Access Act, Congress at- 
tempted to put a stop to NCUA’s obstruction of credit union conver- 
sions by declaring that credit unions have the right to convert, and 
by limiting the authority of the NCUA in a conversion process. 
Congress was so concerned by the NCUA’s behavior that it re- 
quired the NCUA to write rules governing the conversion process 
that, “are consistent with rules promulgated by other financial reg- 
ulators.” Congress also declared that rules governing conversion 
votes, “shall be no more or less restrictive than that applicable to 
charter conversions by other financial institutions.” 

The NCUA has essentially ignored this mandate and put a de 
facto end to credit union conversions. The McHenry-Towns bill re- 
solves these problems while still allowing the NCUA to ensure that 
the methods and procedures of conversion votes are properly fol- 
lowed. 

In summary, H.R. 3206 would, number one, force the NCUA to 
revise its current regulations to eliminate the rules that are specu- 
lative, inaccurate, or that conflict with the rules of other financial 
regulators. 

Number two, eliminate regulatory foot dragging that has made 
the conversion process unnecessarily long and costly. H.R. 3206 re- 
quires a reasonable 30 days for the NCUA to approve conversion 
disclosures. 
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Number three, this bill eliminates the de facto NCUA gag order 
that exists for converting credit unions. Under the current system, 
a credit union is not allowed to communicate with its members 
during the conversion process without NCUA approval. This pro- 
hibits the credit union from explaining its reasons for converting, 
while allowing conversion opponents to attack it. This creates a 
one-sided debate, much like a political candidate who must wait for 
FEC approval to speak while his opponent runs non-stop attack 
ads. 

Number four, the bill restores certainty to the conversion proc- 
ess. When a credit union has a successful conversion vote, the 
NCUA finds hyper-technical reasons to invalidate the vote. This 
happened in Texas last year when the NCUA overturned two con- 
version votes based solely on how a piece of paper was folded. For- 
tunately, their decision was rejected. But the NCUA’s behavior 
adds uncertainty to the conversion process that frightens away 
credit unions whose members want to convert. 

Mr. Chairman, I want to take a moment to highlight why charter 
choice is critical to the strength of our Nation’s financial system. 

Over time, an institution will grow and change. The charter with 
which it started may no longer be the hest fit for it now. My credit 
union is a good example. We found that the credit union charter 
prevented us from growing in a manner that best served our mem- 
bers and our community. By converting to a mutual savings asso- 
ciation charter, Sound Community Bank was able to retain a mu- 
tual structure similar to a credit union. We were able to offer new 
products and make more loans to help our community grow. Since 
our conversion in 2003, Sound’s loan portfolio has increased by 80 
percent. That’s 80 percent more loans that are helping the people 
and businesses of the Puget Sound area. 

For some credit unions, converting charters may be an economic 
necessity. For example, DFCU attempted to convert charters ear- 
lier this year because of changing economic conditions in Michigan. 
Because of the NCUA’s hostile actions, DFCU was forced to with- 
draw its application. As a result, DFCU is unable to diversify its 
membership and strengthen the institution. 

Let me say a word about offering competitive rates. Converting 
charters has not caused Sound Community Bank to lower deposit 
rates. In 2004, Sound had the highest money market rate in the 
Nation, according to BankRate.com. In addition, we now offer a 
high yield checking account. Contrary to NCUA’s mandated disclo- 
sures, this is the experience of many converted credit unions. 

Mr. Chairman, thank you for inviting ACB to testify. I will glad- 
ly answer any questions the committee may have. 

[The prepared statement of Ms. Stewart can be found on page 
145 of the appendix.] 

Mr. Price. Thank you, Ms. Stewart. I appreciate your testimony. 
I now recognize Mr. Marcus Schaefer, president and CEO of 
Truliant Federal Credit Union, representing the National Associa- 
tion of Federal Credit Unions. 

Mr. Schaefer, you’re recognized. 



29 


STATEMENT OF MARCUS SCHAEFER, PRESIDENT AND CEO, 

TRULIANT FEDERAL CREDIT UNION, ON BEHALF OF THE 

NATIONAL ASSOCIATION OF FEDERAL CREDIT UNIONS 

Mr. Schaefer. Good afternoon, Mr. Chairman, Ranking Member 
Sanders, Representative McHenry, and members of the sub- 
committee. My name is Marc Schaefer, and I’m president and CEO 
of Truliant Federal Credit Union, located in Winston-Salem, North 
Carolina. I’m here today on behalf of the National Association of 
Federal Credit Unions to express our views on the process for cred- 
it unions to convert to mutual savings banks, and H.R. 3206, the 
Credit Union Charter Choice Act. 

As with all credit unions, Truliant is a not-for-profit financial co- 
operative governed by a volunteer board of directors who are elect- 
ed by our member-owners. Truliant is a multi-occupational credit 
union serving over 170,000 member-owners, and representing more 
than $1 billion in member assets. More importantly, Truliant pro- 
vides affordable and attainable products and services to our mem- 
bers. Over 16 percent of our members joined through employment 
in the furniture and textile industries, and over 45 percent through 
manufacturing jobs. I have personally been involved in the credit 
union movement for more than 24 years, and have previously 
served for 9 years on NAFCU’s board of directors. 

While NAFCU opposes H.R. 3206 as introduced, we would like 
to thank Representative McHenry and the co-sponsors of the legis- 
lation, Representatives Towns, Johnson, King, and Gillmor, for 
their leadership in the conversion debate, and their openness in 
considering the concerns of NAFCU regarding the legislation and 
conversion process. 

In 2005, NAFCU formed a task force to study the issue of conver- 
sions, and recommended policy changes that should be made in the 
conversion process to better protect consumers. The work of that 
task force led NAFCU to outline principles that we believe are im- 
portant in the conversion process. 

NAFCU believes that credit unions should have the ability to 
convert their charters should it be in the best interest of the mem- 
bers. NAFCU also believes that the only way to ensure that the 
conversion process is fair is to make sure that the process is trans- 
parent so that members are adequately informed of all of the po- 
tential benefits and detriments that a conversion may have on the 
interests of the membership. 

NAFCU also supports the ability of NCUA to use all of its pow- 
ers, as granted by Congress, to effectively regulate Federal credit 
unions, including ensuring that conversions take place in a fair and 
consistent manner. In order to achieve these principles, NAFCU be- 
lieves that the following elements are key to any policy governing 
credit union conversions. 

First, transparency is paramount. As such, a credit union should 
be required to hold a meeting of its membership prior to the mail- 
ing of ballots to announce a credit union’s intent to convert. Also, 
resources should be allocated and/or an opportunity should be pro- 
vided for members opposed to the conversion to express their con- 
cerns. Additionally, clear plain language disclosures should be used 
to inform credit union members of the vote to convert. 
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Second, directors and senior management of a converted credit 
union should not be able to benefit financially from the transaction 
until at least 10 years after the initial conversion has taken place. 
Furthermore, there should be full disclosure of the potential max- 
imum benefit a director or senior management could receive if the 
converting credit union were to then convert to a stock bank after 
the 10-year period has passed. 

Third, a minimum of 20 percent of a credit union’s membership 
who are eligible to vote should cast a ballot, and the majority of 
those credit union members must then vote in favor of the conver- 
sion. This minimum requirement will serve as a quorum of the 
membership for the conversion vote, much the way that Members 
of Congress cannot decide an issue without a quorum. 

Of the 29 credit unions that have converted to mutual savings 
banks, 19 have gone on to become for-profit stock-issuing institu- 
tions. Unfortunately, this scenario often benefits insiders who re- 
ceive stock benefits and options to buy additional stock, along with 
others wealthy enough to purchase stock. 

Many members of the credit union may not have the funds to 
purchase stock, and end up losing their ownership interest in the 
institution they were once member-owners of when it was a credit 
union. 

In conclusion, while we oppose H.R. 3206 as introduced, we wel- 
come the opportunity to continue the debate on the conversion 
process in an effort to serve the interest of credit union members. 
We look forward to working with you, Mr. Chairman, Congressman 
McHenry, and members of the subcommittee and NCUA on this 
issue. 

At the end of the day, we all want sound public policy on credit 
union conversions. And I welcome your questions and discussions 
on this matter. Thank you. 

[The prepared statement of Mr. Schaefer can be found on page 
111 of the appendix.] 

Mr. Price. Thank you for your testimony. The Chair now recog- 
nizes Mr. Tom Dorety, who is the president of Suncoast Schools 
Federal Credit Union, representing the Credit Union National As- 
sociation. 

Mr. Dorety. 

STATEMENT OF TOM R. DORETY, PRESIDENT, SUNCOAST 

SCHOOLS FEDERAL CREDIT UNION, ON BEHALF OF THE 

CREDIT UNION NATIONAL ASSOCIATION 

Mr. Dorety. Thank you. Representative Price, and members of 
the committee. I’m Tom Dorety, president and CEO of Suncoast 
Schools Federal Credit Union, Tampa, Florida. I also serve on the 
board of directors and as treasurer of the Credit Union National 
Association, and I certainly appreciate the opportunity to appear 
before the subcommittee today on behalf of CUNA to address the 
issues of credit union conversions to mutual savings banks. 

CUNA represents more than 8,800 Federal and State chartered 
credit unions and their 88 million members. Suncoast Schools is lo- 
cated in Tampa, Florida, and has over $5 billion in assets and 
400,000 members. 
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CUNA believes that the credit union charter currently provides 
the best vehicle for serving the financial needs of consumers, and 
that members have a unique ownership right in their credit unions. 
At the same time, we do firmly support the right of informed credit 
union members to exercise their full democratic control of the 
structure and operation of their credit union. However, we do not 
believe the Credit Union Charter Choice Act, as drafted, adds any 
value to the process of a credit union conversion to a mutual thrift 
charter. 

As outlined in my written testimony, CUNA believes there are 
some important principles that should govern all conversions of 
credit unions to mutual charters. In particular, we cite the fidu- 
ciary responsibility of the credit union board of directors to present 
objective and honest information to the members, the need for full, 
plain language disclosure, and that the net worth of the credit 
union belongs to the members. No unjust enrichment should be re- 
alized by directors and senior management upon a conversion to a 
mutual thrift or subsequent conversion to a stock institution. 

Credit unions are unique. We are not-for-profit cooperatives, and 
appropriately have been granted an exemption from Federal and 
State income tax. As a result, we provide a tangible economic ben- 
efit to our members. Through higher deposit rates, lower loan 
rates, and lower service fees than comparable bank products, credit 
union members saved $6 billion in 2002, or roughly $160 per mem- 
ber household. Given this clear member value, it’s difficult to imag- 
ine a scenario where a credit union that converts to a bank would 
provide a better value to its member-owners than a for-profit bank. 

Despite some statements to the contrary, there are significant 
differences between the credit union structure and that of a mutual 
thrift. However, today this is not really significant due to the mini- 
mal use of the mutual structure by thrifts. 

Between 1975 and 2004, mutual thrift assets, as a percentage of 
all depositories, declined from over 23 percent to 1.4 percent. Over 
the past 2 years, two credit unions with over 1 billion in assets 
have converted to mutual thrifts, and each one has already taken 
steps to convert to a stock thrift. 

Two other credit unions with over a billion in assets attempted 
to convert, and both indicated that they had plans to issue stock. 
In fact, as Chairman Johnson and Mr. Schaefer have suggested, al- 
most all credit unions that converted to mutuals have flipped. 
There are about three exceptions, and of course, Sound Community 
Bank happens to be one of those. 

This brings me to the issue of insider enrichment as a motive for 
credit union conversions. I’m not implying that all conversions have 
been motivated by hopes of private gain. But the ability of insiders 
to profit from conversions is constantly emphasized by consultants 
who specialize in this effort. As do many of my peers who manage 
large credit unions, I receive regular mailings from these consult- 
ants. It’s very similar to the number of credit card applications you 
receive in your household. 

At Suncoast, we engaged a reputable law firm that specializes in 
many different types of conversions to analyze what would result 
from a conversion to a mutual, followed by a conversion to a stock- 
owned thrift. They determined that we would have an $850 million 
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stock offering, based on acceptable OTS guidelines, and a conserv- 
ative increase in stock price. I, as CEO, would realize a personal 
gain of approximately $35 million, and that does not include any 
annual compensation. 

In conclusion, the concept of converting a not-for-profit credit 
union to a for-profit bank is something that has not been given suf- 
ficient attention or deliberation by lawmakers. The fundamental 
nature of the institution is altered, and ownership rights and eco- 
nomic benefits are at risk. 

NCUA is doing all it can under less than ideal guidelines to pro- 
tect member rights. If this subcommittee is really interested in en- 
suring a fair and objective conversion process, we would suggest 
you look at ways to help NCUA, rather than stripping them of 
their already limited ability to protect members, which this bill 
does. Work with them to improve member understanding of the 
issues so an intelligent, objective decision is made when a conver- 
sion is being considered. 

I appreciate the opportunity to appear here today, and look for- 
ward to your questions. 

[The prepared statement of Mr. Dorety can be found on page 47 
of the appendix.] 

Mr. Price. Thank you, Mr. Dorety. I appreciate your testimony. 
We again thank you all for your patience and for understanding 
the chaos of Capitol Hill. We’ve been called for another vote. What 
we’d like to do is to complete the prepared statements, and then 
return at about 1:00 p.m. for questions. And we would ask for your 
forbearance for that. 

Mr. Edward Yingling, we welcome you, president and CEO, rep- 
resenting American Bankers Association. Thank you. 

STATEMENT OF EDWARD YINGLING, PRESIDENT, AMERICAN 
BANKERS ASSOCIATION 

Mr. Yingling. Mr. Chairman, members of the subcommittee. I’m 
Ed Yingling, and I am president and CEO of the ABA. I am sub- 
stituting today for Harris Simmons, who is ABA’s chairman. Unfor- 
tunately, his father passed away Tuesday night, so he cannot be 
here. 

ABA appreciates the opportunity to be here. We believe that 
credit unions should have the ability to choose the charter most ap- 
propriate to their current and future lines of business. Many credit 
unions today have determined that it is in their members’ interest 
to branch out into banking activities and exercise broader banking 
powers, yet the current conversion process is totally out of balance, 
tilted to those groups that oppose any conversion from a credit 
union for any reason. 

The Credit Union Charter Choice Act takes important steps to 
restore the necessary balance that Congress sought to achieve 
when it enacted the conversion provisions in the 1998 Credit Union 
Membership Act. It is unfortunate that this bill is needed, because 
actually. Congress has already spoken on this issue. 

In 1998, Congress very specifically acted to ensure that credit 
union members are adequately informed, that appropriate disclo- 
sures are made, and that safeguards against insider abuse are in 
place. Congress clearly stated that conversions were appropriate. 
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In spite of these statutory standards, and in clear disregard of Con- 
gressional intent, NCUA’s rules and procedures continue to impede 
the process and add confusion instead of clarity. The NCUA has 
substituted its judgment about conversions for that of Congress. 
The NCUA’s actions last year regarding the fold in a letter were 
called silly by a Texas magistrate, and similar terms were used by 
many Members of Congress. 

But things have not really changed. Today, Mr. Chairman, it’s no 
longer a fold; it’s a hold. There are delays holding communications 
hostage. The NCUA has set up a process that makes it nearly im- 
possible for credit unions to convert. 

Yet the existence of charter options is particularly important 
now, as some credit unions have strayed from the central purpose 
of their charter, and are pursuing lines of business identical to mu- 
tual savings banks and commercial banks. We must never forget 
that credit unions have a legal mandate to serve people of modest 
means. That is why credit unions have their special privileges. 
With these privileges, there also come limitations, including restric- 
tions on business lending and fields of membership. 

Distinct from traditional credit unions, a new breed of credit 
unions has emerged that wants to serve a broad customer base, to 
do complex business lending, and offer asset management services 
targeted at wealthier customers. 

Fortunately, there are other charters that provide greater flexi- 
bility, with effective supervision by banking regulators, while pre- 
serving the mutual member focus. 

Nearly 30 credit unions have converted over the last 10 years to 
a mutual savings bank charter, continuing to serve their existing 
markets and seeking new ones, while remaining member-focused. 
Moreover, these former credit unions are thriving. 

Unfortunately, the current skewed process is making it almost 
impossible for other credit unions to follow the same path, denying 
their credit union customers the expanded products and services 
that would be available under a mutual bank charter. 

The ABA believes that balance once again needs to be restored 
to the credit union conversion process. We commend Congressman 
McHenry and support the goals and objectives of his bill. For one 
thing, it will make the process fair by limiting the NCUA’s practice 
of stifling the ability of elected credit union officials to commu- 
nicate with their members. In fact, it basically tries to make clear 
that NCUA should do what Congress said and clearly intended in 
1998. Whether by fold or by hold, NCUA should not substitute its 
philosophical bias for the law. 

I appreciate the opportunity to present the ABA’s views. 

[The prepared statement of Mr. Yingling can be found on page 
179 of the appendix.] 

Mr. Price. Thank you, Mr. Yingling. We appreciate all of your 
prepared statements. And again, thank you for your patience. We 
will resume this hearing with the question period at 1:00 p.m. This 
committee stands in recess. 

[Recess] 

Mr. Price, [presiding] The hearing will come to order. We appre- 
ciate again your tolerance and patience of this schedule today. I 
know everybody is busy, and we will move forward as expeditiously 
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as possible. My sense is that we will be done here prior to 2:00 
p.m., so just for folks’ planning purposes. 

The Chair recognizes himself for a couple of questions. Mr. 
Dorety, in your testimony, you stated that the credit union mem- 
bers have enjoyed a collective savings of over $6 billion in 2002 
from services provided by credit unions. Help me understand and 
appreciate where that number comes from, what kind of plays into 
that, how you arrive at that. 

Mr. Dorety. Certainly. That comes from our economists, who did 
a comparison using bank rate monitor and other surveys for the 
year 2002. Approximately — that’s divided almost three equal ways, 
in fact — $2 billion comes from savings on additional amount paid 
on deposits, about $2 billion comes from lower loan rates, and 
about $2 billion comes from lower service fees. And we would be 
happy to provide that information to you at the appropriate time. 

Mr. Price. I think that would be helpful. I appreciate that. Just 
to follow up about the number of conversions, do you have a sense 
that the number of conversions will continue to increase? And if 
you would comment on the impact, if that were to occur, of that 
on the credit union’s system as a whole. 

Mr. Dorety. My sense is that the number of conversions will not 
increase. I think what we’ve seen is when members have an oppor- 
tunity to get a sense of what is going on with a conversion, as 
we’ve seen in a couple of recent examples, that I think members 
are smart enough to figure this out. And so I don’t think that you 
would see excessive changes, unless there is regulation that alters 
the conversion process as we see it. 

As far as an impact on the credit union system, there has been 
minimal impact on the credit union system with conversions. And 
to be honest with you, that’s not something that we’re concerned 
about. We’re concerned about the members’ rights, and not really 
the impact on the credit union system. 

Mr. Price. Thank you. Mr. Schaefer, do you have a comment on 
that question? 

Mr. Schaefer. Yes, I would agree with Mr. Dorety. Our focus 
would be on the member interest. We don’t believe that the scale 
certainly has not reached an area in which we would be concerned 
about the National Credit Union Share Insurance Fund or any- 
thing of that nature. And I also agree with Mr. Dorety that I think 
members are going to step forward and protect their form of mem- 
ber ownership, and so I wouldn’t expect to see a lot of additional 
conversions. 

Mr. Price. Mr. Yingling, do you have any comment about the 
trends? 

Ms. Stewart. I do. Thank you. I believe that both gentlemen are 
correct. We will see fewer credit union conversions. But I believe 
the reason for that is the nature of the process. And I believe most 
credit union executives who may have considered conversion are re- 
considering because of the costs and the fear of hyper-technical 
criticisms that will invalidate their votes, even if they are positive. 

Mr. Yingling. I agree with that. I think the door, frankly, is al- 
most closing on conversions, and I think it will be interesting to 
watch what happens if the process isn’t changed. 
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You’re in a situation now where, if you’re the management and 
the hoard of a credit union, you know when you go for a conversion 
that there is going to he a well-funded group outside your credit 
union that’s going to come in with legal help, public relations help, 
and organizing help to organize people to oppose it. And there are 
no limitations whatsoever, maybe except the libel laws, on what 
that group can say and do. 

And yet you’re in a position where, if you want to respond, you 
have one of two choices. You can go ahead and respond, although 
you do have to include the warning that Mr. McHenry has, I think, 
correctly characterized as misleading. You have to do that. 

But if you go ahead without prior approval from the NCUA and 
respond, you run the risk, if not the almost certainty, that the re- 
sponse will be used after the fact to invalidate the vote. 

Your other choice is to go to the NCUA and have the response 
cleared in advance, which may take a good deal of time, and which 
may subject it to highly-technical criticisms. And by the time you 
have responded, it’s too late. 

And the credit union people we talked to, many of whom were — 
we talked to a certain group — were looking at conversions, think 
the door is almost being closed on them. 

Mr. Price. I’m going to end my question at this point and recog- 
nize Mr. McHenry for 5 minutes. 

Mr. McHenry. Thank you, Mr. Chairman. I appreciate my col- 
league from Georgia giving me a moment to ask questions. 

Ms. Stewart, why did you convert? As Mr. Dorety explained, in 
his view, the credit union charter is the best charter. As for me as 
a public policy maker, I think it’s for a marketplace to decide, your 
members to decide, or shareholders to decide, or account holders to 
decide. It’s for the marketplace of ideas. But why did you convert? 
Or why did your organization convert? 

Ms. Stewart. Thank you. There are probably four major reasons 
for the conversion of Credit Union Pacific to Sound Community 
Bank. And I believe the members who voted in favor of the conver- 
sion understood those reasons and had a vision of an organization 
that would serve them better. 

First of all, our organization was predominantly, and atypical for 
a credit union, a real estate lender. We had a large book of busi- 
ness, long-term real estate loans on our books, and it was a product 
line that the regulator at the time took a fairly dim view of. And 
it was a product that our members demanded of us. So we needed 
to be able to expand and enhance that product line, and the conver- 
sion to a mutual savings bank and a thrift charter allowed that. 

Mr. McHenry. That’s one reason. What are the other three, very 
quickly? 

Ms. Stewart. The other reasons related to products and services, 
increasing products and services, to the ability to leverage the in- 
frastructure that we already had. Because of restrictions on field 
of membership, we needed more clients to support the expense that 
we were operating. 

And finally, as a credit union, there’s no way to build capital ex- 
cept with earnings. We talk a lot about not-for-profit organizations, 
but in a credit union, if you want to build capital so you can grow, 
you have to make money. As a mutual savings bank, we have an 
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opportunity to raise capital without offering stock through the for- 
mation of a mutual holding company and by doing a trust-preferred 
security. So accessing capital — 

Mr. McHenry. What’s a trust-preferred security? 

Ms. Stewart. It’s similar to, if I can describe it as a debt issue. 

Mr. McHenry. Would that be members losing equity, or would 
that be members leveraging equity? 

Ms. Stewart. No. It’s an opportunity to go to the investment 
market and literally borrow money that becomes capital. And we 
pay a price for it. We pay an interest rate for it. It’s like a debt. 

Mr. McHenry. Do your owner-members lose equity because of 
that? 

Ms. Stewart. Absolutely not. 

Mr. McHenry. Do they lose ownership because of that? 

Ms. Stewart. Absolutely not. It does not dilute their ownership. 
And they have to vote to form the holding company. 

Mr. McHenry. Are you currently a stock-offering institution? 

Ms. Stewart. Absolutely not. 

Mr. McHenry. Okay. Simple question for the whole panel. Yes 
or no. I love these questions, because we can click through them 
pretty quickly. And I’m going to be mindful of everyone’s time and 
their hunger. 

For everyone here, is it possible, even probable, that a credit 
union which converts to a mutual savings bank and then separate 
conversion to a stock-offering institution, is it possible, or even 
probable, that members could actually improve their net worth in 
financial security? Just yes or no, across the panel. We’ll start left 
to right. Ms. Stewart. 

Ms. Stewart. Yes. 

Mr. McHenry. Mr. Schaefer. 

Mr. ScHAEEER. Yes, it’s possible. 

Mr. McHenry. Mr. Dorety. 

Mr. Dorety. Technically possible, highly impossible. Implausible. 
Excuse me. 

Mr. McHenry. Implausible. Okay. I was going to say that’s 
Washington-speak. And I know Mr. Dorety is actually from North 
Carolina, and I know we don’t engage in that. And then Mr. 
Yingling? 

Mr. Yingling. Yes. 

Mr. McHenry. Yes. All right. Well, the’s wonderful. I’m glad we 
have unanimity here. This is a wonderful, maybe rare, thing. 

Additionally, as I said with my interaction with the previous 
panel, the NCUA, we’re not going to debate a fold today, thank- 
fully. But their disclosure says, “Subsequent conversion to stock in- 
stitutions, conversions to a mutual savings bank is often the first 
step in a two-step process to convert a stock-issuing bank or hold- 
ing company. In a typical conversion to the stock form of owner- 
ship, the executives of the institution profit by obtaining stock far 
in excess of that available to the institution’s members.” Ms. Stew- 
art, have you done that? 

Ms. Stewart. No. 

Mr. McHenry. Okay. Well, it’s very different from the disclosure. 
Did you have to put out a disclosure like this? 
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Ms. Stewart. Fortunately, I did not have to provide such specu- 
lative information to my members. 

Mr. McHenry. Okay. Would the rest of the panel just briefly 
comment? Is that speculative on future operations or not? 

Mr. Schaefer. Congressman McHenry, with 19 of the 23 credit 
unions that have converted in the period under study, having 
moved to stock ownership, we don’t believe that is speculative. 
With 95 percent of the assets that OTS supervises in stock-owning 
banks, we don’t believe that’s speculative. 

Mr. McHenry. Two final questions. And if the chairman will in- 
dulge for a moment. 

Mr. Yingling. Can I say something? It’s not only speculative — 
and I’m a lawyer. It’s not only speculative; it’s grossly misleading. 

Mr. McHenry. Well, as OTS previously testified, the answer is 
that it’s purely false. 

Mr. Price. The gentleman’s time has expired. But if you would — 

Mr. McHenry. But if I could summarize with a few final ques- 
tions. 

Mr. Price. Quickly. 

Mr. McHenry. How long did it take you to convert, Ms. Stewart? 

Ms. Stewart. I believe that the process, beginning to end, was 
in excess of 2 years. It was a slow process for us. 

Mr. McHenry. Okay. Mr. Dorety, walk through this process with 
me. You said you would stand to net $35 million in a conversion 
of your credit union. Would you be able to determine that you re- 
ceived $35 million? 

Mr. Dorety. Would I be able to determine? Absolutely, once I — 
after 5 years lapsed, and I realized that $35 million gain? Sure, I 
would. 

Mr. McHenry. Really? So you have the ability to vote yourself 
a pay raise and options in a future form of ownership. 

Mr. Dorety. No. As I stated, if we went through the conversion 
to a mutual and then followed it with a stock conversion, the result 
of that, the amount of stock that I would be enabled to under the 
various options that OTS allows under their regulations, the value 
of that stock would equal $35 million. 

Mr. McHenry. Who sets your salary? 

Mr. Dorety. My board of directors. 

Mr. McHenry. Who sets options for stock-offering institutions? 

Mr. Dorety. I assume the board of directors. 

Mr. McHenry. Who elects the board of directors? 

Mr. Dorety. The stock owners of the entity. 

Mr. McHenry. Who elects the board of directors on your institu- 
tion? 

Mr. Dorety. Our members. 

Mr. McHenry. Do you see that members have final say over 
whether or not stocks would be offered to any future leaders of any 
future institution? 

Mr. Dorety. Members have no value in stock. There are no 
stocks for members to vote in a credit union entity. 

Mr. McHenry. In a conversion, which is the mutual form, they 
have complete power of that conversion process, as OTS previously 
testified. Okay. 
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Mr. Dorety. And with the voting changes on the rights per vote 
and the ability for them to use — what’s the term I’m looking for — 
proxies, clearly it is far easier for a mutual to have a vote than it 
is for a credit union. 

Mr. McHenry. Final question to Mr. Schaefer, my good friend 
from North Carolina. We’ve had hours of discussion on this. And 
I appreciate NAFCU being willing to offer a white paper on this. 
You say 20 percent, at least, should vote in a conversion process. 
Did you vote in the primary election last week in North Carolina, 
along with 10 percent of the total registered voters in North Caro- 
lina? 

Mr. Schaefer. If I might say that in a membership organization, 
there probably should be a quorum. If you’re in a homeowners’ as- 
sociation and a group wants to charge you $10,000, there probably 
should be a minimum group that participates in that vote. But I 
understand the analogy. I don’t think — 

Mr. McHenry. And finally, can you comment on NAFCU’s white 
paper and the overall — the one idea that I do like that I think 
should be added to the regs is a member meeting to explain the 
conversion. Can you comment on that? 

Mr. Price. The gentleman’s time has expired, but you’re welcome 
to answer that question. 

Mr. Schaefer. Thank you for your support of that. We feel that 
that would certainly give the members a heads-up of what was in- 
tended and give them an opportunity to response. Thank you for 
your support. 

Mr. Price. Thank you. Mr. Kanjorski. 

Mr. Kanjorski. Thank you, Mr. Chairman. Ms. Stewart, I’m not 
familiar with the circumstances of your conversion. But just for the 
record, I assume that none of the board of directors or the manage- 
ment were offered stock options or any other benefits as a result 
of a conversion; is that correct? 

Ms. Stewart. Congressman, that is correct. We are not a stock 
organization. We are a mutual savings bank. 

Mr. Kanjorski. And have no intention of going to a stock oper- 
ation. 

Ms. Stewart. No intention of going to a stock organization. I be- 
lieve we will form a mutual holding company, but we won’t issue 
stock. 

Mr. Kanjorski. Why in a democracy — would you be very com- 
fortable if everything in our system required a vote, a majority vote 
of only those that are present in a change of any circumstance, in- 
cluding elections? Do you have some difficulty with understanding 
the need to have a basic quorum to perform functions? 

Ms. Stewart. I believe you asked me if I believe things should 
be subject to a vote. I’m a strong believer in democracy, and I think 
people should exercise their right to vote, in a credit union or — 

Mr. Kanjorski. But I’m asking you the question whether or not 
that vote should be thought to be legitimate only when some base 
number, whatever it may be — 20 percent, 30 percent, 50 percent, 
as the case may be — as opposed to just those people who show up 
at the meeting. 

Ms. Stewart. Well, I think it’s very difficult to regulate what an 
equitable base number is. 
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Mr. Kanjorski. How many voted in your conversion? 

Ms. Stewart. Seventy-seven percent voted in favor, and slightly 
less than 20 percent voted. 

Mr. Kanjorski. Okay. So that if we maintained a change, that 
wouldn’t have prevented your conversion. 

Ms. Stewart. If it was 20 percent, it would have. 

Mr. Kanjorski. Even if it were 50 percent, you could have con- 
verted. 

Ms. Stewart. I could have converted? 

Mr. Kanjorski. Did you have a 50 percent quorum or a 70 per- 
cent quorum? 

Ms. Stewart. No. Seventy-seven percent of the members that 
voted voted in favor — 

Mr. Kanjorski. I’m interested in what the count — what the peo- 
ple voting constituted as relative to the total membership. 

Ms. Stewart. Less than 20 percent of the membership. 

Mr. Kanjorski. Oh, less than 20 percent. So you wouldn’t have 
been able to convert — 

Ms. Stewart. That’s what I just said. 

Mr. Kanjorski. And you don’t feel that the people who didn’t 
show up, do you consider they cast a vote by not showing up? 

Ms. Stewart. I believe, if you are asking for my opinion in my 
credit union, that I mailed information about the conversion to my 
members three times. I also had that information available in the 
branches. I also had education of my staff. They had an oppor- 
tunity to vote. 

Mr. Kanjorski. How long had your credit union been in exist- 
ence? 

Ms. Stewart. Our credit union was formed in 1953. 

Mr. Kanjorski. So about 52 years, 53 years. 

Ms. Stewart. Approximately. 

Mr. Kanjorski. And all of the people who formed the credit 
union originally are still living, I assume. 

Ms. Stewart. Well, I don’t know about that. That would be a 
pretty difficult assumption to make, wouldn’t it? 

Mr. Kanjorski. Well, do you think any of those folks who be- 
longed in 1953 put in their money. They got advantages. But also, 
the credit union built up their equity by virtue of not turning back 
all of the profits. They kept it and grew. What do you think should 
happen to that money? We should hand it over to somebody who 
possibly could convert from a mutual savings to a stock company 
and reap the benefits. Do you think that should happen? 

Ms. Stewart. Well, if I could respectfully disagree with you, I 
don’t think the money gets handed over to anyone. The idea of 
doing a stock issuance, even if you go all the way to stock, creates 
additional capital for your organization. 

Mr. Kanjorski. Well, somebody gets the distribution of the exist- 
ing assets. The people buy the new stock. 

Ms. Stewart. Do they? Does somebody in a credit union who is 
a member get a distribution of the current assets? Does somebody 
in my mutual savings bank — 

Mr. Kanjorski. No. That’s the problem I’m suggesting, they 
don’t. 

Ms. Stewart. Right. 



40 


Mr. Kanjorski. And that’s why — 

Ms. Stewart. They don’t in a mutual savings bank. 

Mr. Kanjorski. So we have to find a protective mechanism so 
that generationally-accumulated equity doesn’t get disbursed either 
for people who want an advantage, or want to cash in, or want — 
I mean, how do you look at this as your money? The present mem- 
bership’s money. This isn’t the present membership; it’s the accu- 
mulated membership of 53 years. 

Ms. Stewart. And let’s use that example. 

Mr. Kanjorski. Yeah. 

Ms. Stewart. The first member of our credit union, the first 
member, the first membership-owning member, voted in favor of 
our conversion. So my point is that the assumption that someone 
who was a member in 1953 was giving up equity clearly wasn’t the 
case in our credit union. 

Mr. Kanjorski. Well, because the first member doing it — I mean, 
you know, for all intents and purposes, under the existing law, 
three members could show up, and out of how many hundreds of 
thousands, did you have, members? 

Ms. Stewart. How many hundreds of thousands I have? 

Mr. Kanjorski. Members. 

Ms. Stewart. Ten thousand members, approximately, at the 
time of conversion. 

Mr. Kanjorski. Only 10,000 members. And less than 1,500 
showed up. 

Ms. Stewart. I believe it’s in the record. The total positive votes 
was 1,600 and something. 

Mr. Kanjorski. And you don’t think that we should ask the reg- 
ulator to be certain that there’s transparency, that there’s disclo- 
sure, that there’s understanding. If I had my way, every member 
of the board of directors signs an affidavit that they will receive no 
benefits or whatever. And if they do, of course, that should be pros- 
ecutable. 

Ms. Stewart. I absolutely think that there should be trans- 
parency. It is not transparent to disclose to consumers that this is 
the first part of a two-step operation. That’s speculative. And it’s 
not in the fiduciary responsibility of the directors to provide specu- 
lative information to the membership base. 

Mr. Price. The gentleman’s time has expired. 

Mr. Kanjorski. If I may, just to — 

Mr. Price. You may. 

Mr. Kanjorski. Since we’re lonely here. You know, I was par- 
ticularly interested, Mr. Dorety, you had 36 million reasons to sup- 
port conversion. And quite frankly, I may take a second to com- 
pliment you. I’m not sure I know that many people who have 36 
million reasons to vote for a conversion who would have showed the 
dedication and commitment to the credit union movement to turn 
that down. So you should be complimented. But would that have 
an effect, do you think, on other credit union members if they had 
36 million reasons to convert? 

Mr. Dorety. First of all, I don’t want to exaggerate. The number 
was 35 million. 

Mr. Kanjorski. Thirty-five million. Okay. 
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Mr. Dorety. I just don’t want to be on record with that. And the 
reason I turned it down was that I called my predecessor, who was 
the second CEO of my credit union. I mentioned to him the fact 
that I may have that number. And he said, “Yes. But if you did 
it, you’re not going to go to heaven.” So I had reasons for not doing 
it. 

I can’t answer for others. I know that by the inquiries we get and 
the mailings that we get that there are folks out there who truly 
believe that they will find interested parties in the credit union 
world who will he interested in getting some enrichment from this 
process, without question. 

Mr. Kanjorski. Yeah. If I could just take a few moment, Mr. 
Chairman. I wanted the record to reflect that I was very much in- 
volved with H.R. 1151, hoth in the creation of the legislation and 
the marshaling it through the Congress, and in the conference. And 
I remember very well. And I want to disabuse some of the testi- 
mony that was here earlier by some of the panel. 

The decision to go from 50 percent to zero on the dissolution was 
made at 11:30 at night, when we were faced with the proposition 
that if H.R. 1151 hadn’t passed, it would literally destroy the credit 
union movement and destroy their capacity to exist. And many of 
us who were in support of that legislation or participated in the 
drafting of it felt very strongly that it was the survival of the credit 
union movement that was most important that night. And we all 
recognized that this was a dangerous situation that was in the bill, 
and hoped in the future to make that correction and change that 
circumstance. 

But hardly was it a discussed issue at the conference or by the 
sponsors and drafters of the legislation. It was a quirk thrown in 
at 11:30 at night. I remember it very well, because I was one of 
those who would have said drop the bill, let it lose on this, because 
I thought it was onerous to put that in. But it went in, and we 
were able to pass the amendment. 

But the record should not reflect that was a considered issue in 
conference. That is nonsense. That was a special provision put in 
by some position, some people in leadership at the time. As a mat- 
ter of fact, it was sort of based on, if I remember, Utah organiza- 
tions that wanted to make these conversions. And many of us 
thought well, if that’s Utah wanting to do that, that’s their prob- 
lem. But we didn’t think it would he spreading across the country 
as it has since 1998. But I wanted the record to reflect that. 

Mr. Price. Thank you very much. I appreciate that. And the 
Chair is pleased to learn that things happened at 11:30 at night 
in previous Congresses as well. So we thank you. 

I want to thank the panel. The Chair notes that some members 
may have additional questions for this panel which they may wish 
to submit in writing. And without objection, the hearing record will 
remain open for 30 days for members to submit written questions 
to these witnesses and place their responses in the record. 

I want to thank you all very, very much for your patience and 
tolerance today, and for your testimony. It’s heen very enlight- 
ening. Thank you. This hearing is adjourned. 

[Whereupon, at 1:28 p.m., the subcommittee was adjourned.] 
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OPENING STATEMENT OF CHAIRMAN SPENCER BACKUS 

SUBCOMMITTEE ON FINANCIAL INSTITUTIONS 
AND CONSUMER CREDIT 

Legislative Hearing on H.R. 3206, 
the “Credit Union Charter Choice Act” 

May 11,2006 

Good morning. The Subcommittee will come to order. This morning the 
Subcommittee will hear testimony on a legislative proposal introduced by our 
colleague, the Honorable Patrick McHenry, that is designed to streamline the 
process by which a credit union charter is converted to a mutual savings bank or 
savings association charter. I would like to thank Mr. McHenry for bringing this 
timely issue to the attention of the Committee. A uniform and clear process for 
charter choice is important, and today’s hearing will allow us to better understand 
how the process works and what possible improvements could be made. 

Today the Subcommittee will hear from the Chairman of the National Credit 
Union Administration (NCUA), JoAnn Johnson, and Mr. Scott Polakoff, the 
Deputy Director of the Office of Thrift Supervision (OTS). The second panel will 
provide the perspective of bank and credit union representatives on the process. 

We welcome four distinguished witnesses this morning: Ms. Laurie Stewart on 
behalf of America’s Community Bankers (ACB); Ms. Stewart is President and 
CEO of Sound Community Bank in Seattle, Washington. Mr. Marcus Shaefer 
representing the National Association of Federal Credit Unions (NAFCU); Mr. 
Shaefer is President and CEO of Truliant Federal Credit Union in North Carolina. 
Mr. Tom Dorety representing the Credit Union National Association (CUNA); Mr. 
Dorety is President and CEO of Suncoast Schools Federal Credit Union in Florida. 
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And Mr. Edward Yingling, President and CEO of the American Bankers 
Association, 

We are here today because we need to learn more about this issue from the 
regulators and those institutions which are impacted by the process. I would like to 
take this opportunity to again welcome our witnesses. I look forward to hearing 
from each of you and thank you for taking time from your schedules to join us. I 
would also like to again thank Mr. McHenry for his interest in this subject and his 
work in introducing H.R. 3206, the “Credit Union Charter Choice Act.” 

I am now pleased to recognize the Ranking Member, Mr. Sanders, for any 
opening statement that he would like to make. 


2 



46 


OPENING REMARKS OF THE HONORABLE RUBEN HINOJOSA 
HOUSE COMMITTEE ON FINANCIAL SERVICES 
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS 
A HEARING ON 

“H.R. 3206, CREDIT UNION CHARTER CHOICE ACT” 


Chairman Bachus and Ranking Member Sanders, 

1 want to express my sincere appreciation for you holding this important hearing on credit union 
conversions, particularly the “Credit Union Charter Choice Act” introduced by my colleague 
Congressman McHenry, 

Although I am not a cosponsor of his bill, I do share some of his concerns about some of the decisions 
made and actions taken by the National Credit Union Administration relative to credit union conversions. 

Last year, my fellow Texan, Congressman Hensarling, and 1, along with several other members of the 
Texas delegation, sent a letter to NCUA to express our concerns over actions NCUA took that could have 
invalidated the charter conversion votes of two Texas credit unions seeking to become mutual savings 
banks. 

The letter noted that recent reports at that time seemed to indicate that the NCUA had interpreted its 
electoral oversight authority in a way that we could only describe as hostile to charter conversions. This 
included NCUA’s attempt to encumber votes by rejecting the method in which disclosure notices to 
members were folded, 

Mr, Chairman, it was absurd for NCUA to base its charter conversion decision on how a piece of paper 
was folded instead of on the votes cast by members of the credit union. A lawsuit between the two Texas 
credit unions and the NCUA ensued. 

On August 31, 2005, 1 was pleased to learn that the NCUA decided to no longer object to the methods and 
procedures applicable to the membership votes on the two Texas credit unions’ proposals to convert from 
credit unions to mutual savings banks. NCUA should have focused its efforts, as should we, on ensuring 
that members of the credit union receive full disclosure of the content, the procedure and the potential 
impact the conversion vote will have on them. 

Mr. Chairman, I opposed the NCUA’s actions relative to the two Texas credit unions because NCUA’s 
decision centered on the way in which a document was folded. Nonetheless, I look forward to working 
with you and with NCUA to ensure that its regulations and decisions provide the following: adequate 
disclosure of the timing and content of credit union conversion vote regulations to credit union members; 
and, a reasonable explanation of the potential impact a vote in favor of, or in opposition to, the conversion 
could have on the members’ “control over/share in” the institution. I am open to any and all suggestions 
on this seemingly controversial issue, and 1 remain committed to ensuring that all financial institutions are 
permitted to operate on equal footing. 

1 ask that all the documents I have in my possession regarding the two Texas conversion cases be inserted 
into the official hearing record. 

Mr. Chairman, 1 yield back the remainder of my time. 
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WRITTEN TESTIMONY 
OF 

TOM R. DORETY, PRESIDENT & CEO 
SUNCOAST SCHOOLS FEDERAL CREDIT UNION 
ON BEHALF OF THE 

CREDIT UNION NATIONAL ASSOCIATION 
HEARING ON 

H.R. 3206, CREDIT UNION CHARTER CHOICE ACT 
BEFORE THE 

SUBCOMMITTEE ON FINANCIAL INSTITUTIONS, 

HOUSE COMMITTEE ON FINANCIAL SERVICES 

May 11,2006 

Chairman Bachus, Ranking Member Sanders, and members of the Subcommittee, 
1 am Tom Dorety, President and CEO of Suncoast Schools Federal Credit Union in 
Tampa, Florida. I also serve on the Board of Directors and as Treasurer of the Credit 
Union National Association (CUNA). I appreciate the opportunity to appear before the 
Subcommittee today on behalf of CUNA to address the issue of credit union conversions 
to mutual savings banks. CUNA is the largest credit union advocacy organization, 
representing over 90 percent of our nation’s more than 8,800 federal and state chartered 
credit unions and their 88 million members. 

Suncoast Federal Credit Union was chartered in 1934 as Hillsborough County 
Teachers Credit Union. Today it serves public and private school employees, students 
and county employees in 1 5 counties along the west coast of Florida. With over $5 
billion in assets and 400,000 members, Suncoast is the largest credit union in Florida and 
the seventh largest credit union in the United States as ranked by assets. The driving 
force behind Suncoast’s growth and success is the same mission for which it was founded 
over 70 years ago: to improve the quality of our members’ lives by maintaining a strong, 
secure and innovative credit union that builds trust, shows respect and maximizes 
efficiency, 

I am honored to provide CUNA’s position on a number of important issues 
relating to credit union conversions to mutual bank charters. I also want to respond to the 
inaccurate or misleading information Congress has received regarding these conversions 
and the role of the National Credit Union Administration (NCUA) in overseeing the 
conversion process. CUNA believes that the credit union charter currently provides the 
best vehicle for serving the financial needs of consumers. However, we also support the 
right of credit union members to exercise their full democratic control over the structure 
and operation of their credit union. Should, after full and balanced disclosure, credit 
union members decide to convert the credit union to a mutual savings bank, CUNA 
supports their legal right to do so, but strongly believes that the unique ownership interest 
of credit union members must be protected and that members be fully informed of what is 
at stake in a conversion. 
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Toward this end, CUNA believes that five important principles should govern all 
conversions of credit unions to mutual charters: 

1 . Credit union boards that are considering conversions should make their decisions 
based solely on the best interests of their membere. 

2. Credit union directors and managere have a fiduciary responsibility to present 
objective and honest information to members regarding conversion proposals as 
well as other reasonable business altanatives. 

3. Full, plain language disclosures are essential to furthering the democratic process 
of deciding to approve or reject a conversion proposal 

4. Since the net worth of the credit union belongs to the members, there should be no 
unjust enrichment to directors and senior management upon conversion of a credit 
union to a mutual thrift or any subsequent conversion to a stock institution. 

5. The NCUA and state regulators must make full use of their current authority to 
ensure that credit union members understand the conversion process and that 
fiduciary duties of credit union boards are fully enforced. 

Key Differences Between Credit Unions and Mutual Thrifts 

Conversion decisions are significant because they diminish and ultimately may 
extinguish credit union members’ ownership rights in their institution. Mutual savings 
banks are not just credit unions by another name as some would have you believe. Credit 
unions are not-for-profit cooperatives, which are operated solely for the benefit of the 
member-owners — not for the benefit of stockholders, boards of directors, or for the 
institution itself. Credit unions operate without paying a dime to most of our boards of 
directors and without providing stock options to our senior management. We are able to 
do this because of the devoted efforts of tens of thousands of selfless volunteers for 
whom credit unions are not just a business, but a cause. Our guiding principle, “not for 
profit, but for service,” clearly makes us unique among financial institutions. 

Mutual savings banks, on the other hand, are for-profit businesses. When a credit 
union converts to a mutual charter, the character of the institution materially changes. 
There are significant ownership differences between credit unions and mutual thrifts that 
conversion advocates tend to obscure, and the process set up by the Office of Thrift 
Supervision (OTS) to review and approve conversions fails to take such differences into 
account. 

Voting Rights : In a federal credit union, each member has one vote regardless of 
the amount of funds in his or her account, and proxy voting is not permitted. This differs 
from the voting rights of depositors of mutual savings banks in which proxy voting is 
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generally used and votes are routinely apportioned based on account balances. Unlike 
credit unions, depositors of a mutual savings bank do not control the institutions. As 
explained in OTS’s 2003 Regulatory Handbook, “Except for provisions relating to the 
conversions of a federal mutual to stock form, Acre is no statutory requirement that 
federal mutual savings associations’ members have voting rights.” 

Ownership Rights : Credit union members are not simply depositors of, or 
borrowers from the institution. They own the net worth of their credit union and have a 
vote in selecting their peers who will determine how the net worth can best be used to 
benefit the membership. This is not the case in mutual institutions, as OTS and the 
courts have stated. In a June 2002 opinion, the OTS Office of General Counsel clearly 
stated: “The federal courts have concluded that owners of federal mutual savings 
associations have only very limited equity interests in those institutions and those interest 
do not include any rights as owners. . .” 

Personal Enrichment : As not-for-profit organizations, credit union directors and 
managers are prohibited from taking actions Aat benefit Aemselves at the expense of the 
broader credit union membership. Board directors also generally do not receive 
compensation, and the Federal Credit Union Act specifically prohibits directors and 
senior managers from receiving any economic benefit from a charter conversion. OTS 
rules for mutual savings banks, by contrast, permit considerable personal gain, both in 
terms of director compensation and eventual stock ownership. While imposing some 
restrictions on self-dealing by insiders in Ae conversion process, OTS permits 
considerable stock ownership by directors and management when mutuals convert to 
partial or full stock ownership. 

Economic Benefits of Credit Union Membership 

Whether credit union members relinquish significant rights and economic benefits 
when their institution converts to a mutual savings bank is a central question in 
considering the appropriateness of such conversions. CUNA believes that credit union 
members enjoy substantial benefits as a result of doing business with a credit union 
which are both tangible and intangible. On Ae intangible side is the sense of belonging 
and control that many members enjoy wiA a credit union. This is reflected in the high 
customer satisfaction ratings members give Aeir credit unions. The American Banker 
survey of customer satisfaction with financial providers published in June 2005 gave 
credit unions the highest rating of all financial institutions, while a number of banks were 
rated unfavorably, and no mutual savings bank was even noted. Similar surveys 
published over the prior eighteen years also gave credit unions consistently higher 
member/ customer satisfaction scores than both banks and Arifts. 

A number of factors combine to create tangible economic benefits for credit union 
members. These include the absence of having to pay stock dividends to stockholders, 
the effect of tax exemption, and the near absence of directors’ fees. These factors help to 
produce higher returns on shares, lower interest rates on loans, and lower service fees 
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than comparable bank products. CUNA's Research and Policy staff estimates saving for 
credit union members of over $6 billion in 2002, or roughly $160 per year per member 
household.' Credit unions also help to moda^te bank fees and interest charges for all 
consumers. 

No economic analysis has been presented that can demonstrate that any mutual 
conversion has advanced the ownership rights or economic benefits of credit union 
members. On the contrary, several recent studio show that both member rights and 
economic benefits may be substantially reduced following conversion to a stock 
institution. For example: 

• A cross>sectional analysis of interest rates charged on loan and savings 
products by 175 banks, thrifts, credit unions and recently converted credit 
unions by University of Wisconsin-Whitewater researchers Heinrich and 
Kashian found that credit unions “offer significantly higher rates on savings 
accounts and lower rates on many loan products than do banking institutions.” 
The study found that the cost differentia! was “especially notable” when 
comparing interest rates between credit unions and former credit union/mutua! 
banks and that the financial benefits of not-for-profit credit unions “either 
disappear or are much diminished when those institutions convert to banking 
institutions.”^ 

• In a broad study of credit union conversions, including a review of the 17 
credit unions that converted to mutual savings banks and subsequently to 
stock institutions between 1995 and 2002, Professor James Wilcox of the 
University of California analyzed the effects of such conversions on member 
interests. First, he found that only those members who exercise their 
subscription rights and purchase stock protect themselves form losing their 
share of the credit union’s net worth. He points out that “Historically, only a 
relatively small percent of members purchase share of stock via the 
subscription offerings.” As a result, the net worth of the credit union is 
redistributed to “well-informed insiders” and outside investors. His analysis 
goes on to conclude that even if all members were to buy their pro rata share 
of stock, they still might have been better of without a conversion depending 
on the credit union’s initial net worth ratio, and how advantageous the credit 
union’s loan and saving pricing was relative to stock-owned alternatives.^ 


’ “The Benefits of Credit Union Membership”, CUNA Research and Policy Department, at 
http://advice.cuna-org/ccon/meinber/downloan/whpaper mmbrshp-pdf 

^ Heinrich, Jeff and Russ Kashian (February 2006). “Credit Union to Mutual Conversion: Do Rates 
Diverge?”. Fiscal and Economic Research Center, University of Wisconsin-Whitewater. 

^ Wilcox, James (January 2006) “Credit Union Conversions to Banks: Facts, Incentives, Issues, and 
Reforms.” Haas School of Business, University of California at Berkeley. 
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• A government report on conversions of British non-profit mutual building 
societies and life assurance companies to stock companies between 1995 and 
2000 found that the remaining mutuals outperformed their converted rivals in 
a variety of financial performance indicators and passed along these cost 
advantages to consumers in terms of better rates. The study also found “there 
had been substantial increases in remuneration enjoyed by directors of those 
institutions which had demutualized... but no corresponding improvement in 
performance.” ^ In part due to the experience of these conversions, Britain 
has issued rules prohibiting conversions of credit unions to banks. 

Need for Greater Transparency in Mutual Conversions 

The conversion of a credit union to a mutual savings bank involves a complex 
legal process in which the credit union ceases to exist and changes into another form of 
financial institution with different, and lesser, democratic control and ownership rights. 
As the size of the converting credit unions has increased, the issues involved have 
become even more complex and controversial. Because the fundanental nature of the 
institution is changed and ownership rights and benefits are at risk, it is imperative that 
members be given timely, objective and balanced disclosures about a proposed 
conversion well in advance of any conversion vote. 

The experience of recent conversions in Michigan and Washington illustrate that 
when credit union members have sufficient information to understand that a proposed 
conversion may not be in their best interest, they will take action to block or oppose it. 

Congress has assigned to NCUA a number of key oversight responsibilities 
regarding credit union conversions. NCUA has been directed to write and implement 
regulations governing conversions. The agency also administers membership votes and 
sets standards for membership communications and disclosures that must be met by 
converting credit unions. The Federal Credit Union Act and NCUA rules require 
converting credit unions to provide written notices to members three months, two months 
and one month prior to any conversion vote. NCUA expanded it rules governing the 
disclosures in these notices in 2004, and again in 2005, to address the key questions of 
whether, and the extent to which, credit union members understand their ownership 
interests, and whether they understand and fully appreciate how these interests could be 
changed by conversion to a mutual bank and any subsequent conversions to a stock 
institution. These additional disclosures, with specific information required to be 
prominently featured, were designed to make disclosure more meaningful, not more 
burdensome, and to prevent important or needed information from being lost in small 
print. 


While recent rule changes have improved the overall transparency of the 
conversion process, CUNA believes additional measures are needed to enhance the 


^ The All-Party Parliamentary Group for Building Societies and Financial Mutuals (March 2006) 
“Windfalls or Shortfalls? The True Cost of Demutualization.” ACCA, London. 
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ability of members to ftilly understand and participate in all aspects of the conversion 
debate. In particular, CUNA urges NCUA to consida* possible rule changes to: 

• Require that all disclosures be givGi in plain l^guage that can be easily read and 
understood by credit union members. 

• Clarify the fiduciary obligation of credit union directors and managers to present 
factual and objective information to document how a proposed conversion would 
serve the best interests of members. 

• Provide for a public comment period on conversion proposals in advance of the 
distribution of ballots to members. 

• Establish a process or mechanism for members opposing a conversion proposal to 
communicate with the full credit union membership. 

The Credit Union Charter Choice Act 

CUNA wishes to go on record as strongly opposing H.R. 3206, the “Credit Union 
Charter Choice Act,” as introduced by Representative McHenry. We believe he, too, 
wants to improve the conversion process. However, rather than improving the process of 
providing members with sufficient information to make an intelligent decision regarding 
a proposed conversion, H.R. 3206 would imprudently erode NCUA’s authority to make 
sure that credit union members facing a conversion vote have sufficient information to 
make informed decisions. As a result, no regulator would have sufficient authority to 
protect members’ interests. Particularly harmful, from the aedit union perspective, are 
changes in H.R. 3206 that would; 

• Eliminate any prior review by the NCUA Board of proposals to convert a credit 
union to a mutual charter and limit the Board’s oversight only to review of the 
written notice, ballot and related materials to be mailed to members regarding the 
conversion vote. 

• Eliminate important disclosures in the written notice to members relating to 
possible subsequent conversions to a stock institution and the potential impact on 
members’ ownership and voting rights. 

• Prohibit the NCUA Board from any action to regulate the content of any other 
communication relating to the conversion, except to prevent communications 
from including inaccurate material facts that are “knowingly false or misleading.” 

• Strip NCUA of any role in overseeing the conversion vote, other than to certify 
the voting results transmitted by the independent inspector to the OTS within 10 
calendar days of the vote. 


A 
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• Prohibit NCUA from requiring a new member vote in response to improper notice 

or voting procedures, except where it can show that a notice contained a 

“knowingly false statement that atfects the outcome of a conversion vote.” 

In addition, while H.R. 3206 retains the current law prohibition against credit 
union directors or senior managers receiving any ewnomic benefit in connection with a 
conversion to a mutual bank, it would prevent NCUA from having any authority over the 
conversion process once the member vote is certified. Given OTS’ record, this provision 
effectively nullifies any possible enforcement of this important protection against insider 
enrichment for credit union members. 

Recommendations for Congressional Action 

CUNA urges the Subcommittee to reject H.R. 3206 and, instead, take more 
proactive measures to address the underlying issues of credit union conversions. First, 
we urge Congress to adopt measures to address the key problems that have prompted 
credit unions to seek mutual bank charters, including the need for more flexible capital 
requirements less stringent limits on investment, and more flexible small business and 
real estate lending authority. Proposals that address these problems are currently pending 
before this Subcommittee as part of the Credit Union Regulatory Improvement Act (H.R. 
2317), introduced last year by Representatives Royce and Kanjorski. 

Second, Congress should address the gap in current regulatory authority by 
directing the Office of Thrift Supervision to enforce the current prohibition against credit 
union directors or senior managers receiving excessive compensation or other economic 
benefit in connection with the conversion of a credit union to a mutual charter. 

Third, to minimize the potential for insider self-enrichment as a motive for credit 
union conversions, Congress should enact proposals, like that proposed in the past by 
former Chairman Leach, to restrict the ability of directors and managers involved in 
credit union conversions to obtain stock and other compensation in connection with any 
subsequent conversion to a partial or full stock institution. 

Conclusion: The Reality of Insider Enrichment 

Mr. Chairman, let me make a personal appeal to the Subcommittee to give careful 
consideration to the issue raised by my last recommendation: the potential for insider 
enrichment as a motive for credit union conversions. Of the 18 credit unions that 
converted to mutual savings banks between 1995 and 2004, 16 (89 percent) have 
undergone subsequent conversion to stock banks or partial stock mutual holding 
companies. One of two Texas credit unions that converted to mutual charters less than 
five months ago has already filed notice with the Securities and Exchange Commission of 
its intent to convert to a stock thrift, with 8 directors dividing at least $1.7 million in 
stock in the initial stock offering. 
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I am not implying that all these convereions have been motivated by hopes of 
private gain. But with less than 20 percent of credit union members actually participating 
in most of these conversion votes, significant opportunity is created for insider directors 
and senior managers to enrich themselves in subsequent conversions at the expense of 
unwary or less informed credit union members. According to a survey published by 
Credit Union Journal in June, 2005, directors and managers have acquired voting control 
of nearly all former credit unions converting to stock institutions. Outside investors also 
stand to benefit at the expense of former credit union members with well-timed deposits 
in mutual thrifts in anticipation of stock purchases based on deposits. The April 2005 
conversion of one mutual bank, a former credit union with $400 million in assets before 
its initial conversion, attracted nearly $100 million in additional deposits leading up to its 
initial stock offering. 

The ability of insiders to “game” these conversions for their own financial benefit 
is trequently emphasized by the consultants who have handled most of the recent credit 
union conversions. I have been informed by these consultants that Suncoast could raise 
$850 million in a stock conversion if it converted to a bank, and that I personally could 
expect to receive $35 million after five years, assuming stock purchases and 
compensation plans common to recent conversions. 

Its one thing to start a public company, invest your own money and realize 
whatever gain is possible from its sale. Its another thing, however, to use capital that 
belongs to all members of a credit union, that has been acquired over decades of hard 
work by volunteer boards and the benefit of federal tax exemption, to enrich a select 
group of individuals who do little more than engineer the conversion of the credit union 
to a bank. Not only is this bad public policy, it is anti-consumer, anti-taxpayer, and just 
plain wrong. 

In conclusion, we appreciate the opportunity to appear here today on the very 
important issue. I hope my statement has helped shed light on the real concerns involved 
with conversions. I look forward to your questions. Thank you. 




Credit Union Nation(d Association, Inc. 



56 



STATEMENT 

OF 

THE HONORABLE JOANN M. JOHNSON 
CHAIRMAN 

NATIONAL CREDIT UNION ADMINISTRATION 
“H.R. 3206, CREDIT UNION CHARTER CHOICE ACT." 
BEFORE THE 

SUBCOMMITTEE ON FINANCIAL INSTITUTIONS AND CONSUMER 

CREDIT 

U.S, HOUSE OF REPRESENTATIVES 
THURSDAY, MAY 11, 2006 


1 


57 


Chairman Bachus, Ranking Member Sanders, and Members of the Subcommittee, on 
behalf of the National Credit Union Administration (NCUA), thank you for the opportunity 
to present the Agency’s views on H.R. 3206, the Credit Union Charter Choice Act, 
introduced July 12, 2005 by Representative Patrick McHenry, and on credit union 
conversions to mutual savings banks or associations (MSBs). 

NCUA’s primary mission is to ensure the safety and soundness of federally insured 
credit unions. It performs this important public function by examining all federal credit 
unions (FCUs), participating in the supervision of federally insured state chartered credit 
unions (FISCUs) in coordination with state regulators, and insuring credit unions. In its 
capacity as the administrator for the National Credit Union Share Insurance Fund 
(NCUSIF), NCUA provides oversight and supervision to approximately 8695 federally 
insured credit unions, representing 98 percent of all credit unions and approximately 84 
million members. ’ 

A credit union is owned and governed on a democratic, cooperative basis by the 
members. It is the member-owners, not NCUA or any other group, who should decide 
the future of their credit union. NCUA fully supports the right of credit union members to 
decide the business model that is most appropriate and beneficial to them, and whether 
a charter conversion serves their best interest. In that regard and in the interest of basic 
consumer protection, NCUA strongly believes that the member-owners deserve to 
receive information about the conversion of their credit union to another form of financial 
institution that is accurate, complete and understandable. 

My statement today provides a brief history of NCUA’s rulemaking on conversions, 
responds to criticism of NCUA’s current mie, addresses the statutory limitations on 
NCUA's rulemaking authority and provides comments on H.R. 3206. 

History ot Statutory Provisions and NCUA Rulemakings on Conversions 

In 1995, NCUA first adopted a rule to address the conversion or merger of a credit 
union into a non-credit union institution, ^ The purposes of the rule were to ensure that 
transactions took place only pursuant to an informed vote of the credit union’s member- 
owners and to prevent self-dealing and other abuses by individuals involved in the 
transactions.® The rule addressed, among other things, voting procedures, disclosures, 
member approval, and NCUA approval. 


Approxitnaifly { 80 siale chartered credit unions are privately insured and are not subject to NCUA oversight. 

"60 Fed. Reg. ! 2695 (March 8, 1995). In !995. prior to CUMAA, the Federal Credit Union Act stated that no 
credit union could convert into a noninsured credit union or institution without the prior approval of the NCUA 
Board but coniuined no other provisions relating to MSB conversions. NCUA's 1995 rulemaking specific to MSB 
conversions was in response to problems observed in credit unions attempting to convert. 59 Fed. Reg. 33702 (June 
30, 1 994)f Proposed NCUA Rules on Mergers of Federally-Insured Credit Unions: Voluntary Termination or 
ConversicHi of Insured Status). 

'id 
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Congress enacted the Credit Union Membership Access Act (CUMAA) on August 7, 
1998.'’ Section 202 of CUMAA amended the provisions of the Federal Credit Union Act 
(Act) concerning the conversion of insured credit unions to MSBs. These amendments 
provide that a majority of a credit union’s board of directors must approve a proposal to 
convert, and membership approval shall be determined by a majority of the members 
who vote on the proposal.® The CUMAA voting standard was a significant departure 
from the pre-CUMAA standard, which required that a majority of the credit union’s 
members approve a conversion, not just a majority of those members who actually 
voted on the proposal. 

CUMAA requires that a credit union give its members notice of the vote 90 days, 60 
days, and 30 days in advance and provide NCUA with notice of its intent to convert.® 
CUMAA also requires that NCUA administer the member vote on a proposed 
conversion and review the methods and procedures by which the vote is taken. It 
provides authority to either NCUA or the federal or state regulatory agency that would 
have jurisdiction over the institution after the conversion to disapprove of the methods 
by which the member vote was taken or procedures applicable to the member vote and 
to require that the member vote be taken again. 

Under CUMAA, NCUA was required to promulgate final rules regarding charter 
conversions within six months of the passage of CUMAA that were: (1) consistent with 
CUMAA; (2) consistent with the charter conversion rules promulgated by other financial 
regulators; and (3) no more or less restrictive than rules applicable to charter 
conversions of other financial institutions. NCUA issued final rules on November 19, 
1998 to implement §202 of CUMAA. ^ 

NCUA’s first post-CUMAA conversion rule, while necessarily different from NCUA’s pre- 
CUMAA rule, shared the common goal of enhancing consumer protection for credit 
union members. The rule acknowledged that under CUMAA, an insured credit union 
could convert to an MSB without the prior approval of the NCUA. It also articulated 
NCUA’s statutory responsibility to administer the methods and procedures of the 
member vote, and to disapprove them and direct a new vote be taken if warranted. 

In the approximately 8 years since the first post-CUMAA conversion rule was issued, 
NCUA has refined the rule three times.® In each of these rulemakings, NCUA has been 
motivated by the same basic concern, namely, that members receive accurate and 
complete information to make an informed decision on a conversion proposal. Among 
these amendments were requirements that converting credit unions disclose additional 
information to their members, that the member vote be by secret ballot, and that the 
vote be conducted by an independent entity. 


’ Public Law l<LS-.2L 
' 12 U.S.C. l7H.‘l(b)(2)(iS), 

'■I2U.S.C. l7tS.‘>(bK2)(C); 12 U.S.C. l78S(b)(2)(D). 

’ 6i Fed. Reg. (t5532 (November 27, l>)98). 

* 64 Fed. Reg. 28733 (May 27. 1 949): 69 l^cd. Reg. 8548 (February 25, 2004 1; 70 Fed. Reg. 400.5 (January 28, 
2005). 
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Since 1995, of the 33 credit unions that sought to convert to MSBs, 29 have converted. 
Of the four that did not convert, one did not receive the requisite member vote under 
provisions of the relevant state credit union law; one had difficulties with the banking 
regulators and withdrew its application to become a bank; one chose not to conduct a 
second member vote after NCUA discovered significant problems and irregularities, 
such as failure to allow some members to vote and inconsistencies in voting 
procedures; and one withdrew its application for reasons unknown to NCUA after 
sending its 90-day notice and ballot to members. 

Overview of NCUA’s Current Conversion Rule 


As noted above, the Act requires NCUA to administer the member vote on a proposed 
conversion and review the methods and procedures by which the vote is taken. ® This 
requirement is a directive to ensure converting credit unions provide accurate and 
complete disclosures to members so that they can make an informed decision about the 
conversion. Towards that end, NCUA’s conversion rule requires a converting credit 
union to provide disclosures to its members with the statutorily required three written 
notices at 90, 60 and 30 days prior to the vote. It also specifies that the member notices 
must adequately describe the purpose and subject matter of the vote. 

Additionally, NCUA’s rule tracks the Act’s language that allows a converting credit union 
to notify NCUA of its intent to convert. The credit union must provide NCUA a copy of 
its member notice, ballot, and all other written materials it has provided or intends to 
provide to its members in connection with the conversion. A converting credit union has 
the option of submitting these materials to NCUA before it distributes them to its 
members. This enables the credit union to obtain NCUA’s preliminary determination on 
the methods and procedures of the member vote. If NCUA disapproves of the methods 
and procedures of the member vote after the vote is conducted, then NCUA may direct 
the credit union to take a new vote. NCUA’s responsibility to review the methods and 
procedures of the member vote includes determining that the member notice and other 
materials sent to the members are accurate and not misleading, all required notices are 
timely, and the membership vote is conducted in a fair and legal manner. As discussed 
below, these requirements are consistent with and no more or less restrictive than the 
rules promulgated by other financial regulators. Including the Office of Thrift Supervision 
and the Office of the Comptroller of the Currency. 

A converting credit union can provide information to its members regarding any aspect 
of the conversion in any format it wishes, provided all communications are accurate and 
not misleading. In accordance with the Act and NCUA’s rules, a converting credit union 
must provide certain minimal information in the notices to members. Most converting 
credit unions choose to provide significantly more information concerning the 
conversion. 


" 12 u s e. 178.5 (b)(2)(fp(ii) 
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NCUA’s conversion rule allows a converting credit union to communicate with its 
members as it deems appropriate, but requires that members receive a short, simple 
disclosure prepared by NCUA. This disclosure, which is included with the three notices 
and other written communication to members after the board votes to convert, 
addresses: (1) ownership and control of the credit union; (2) operating expenses and 
their effect on rates and services; (3) the effect of a subsequent conversion to a stock 
institution; and (4) the costs of conversion. 

This disclosure represents basic and fundamental consumer protection. Additionally, it 
maximizes the ability of members to exercise real control over an institution that they 
not only own but to which they have contributed in the accumulation of owner equity. 

Credit union members should be particularly aware of these topics as they consider 
voting to convert their credit union to another form of financial institution. NCUA 
recognizes a credit union might discuss these topics elsewhere in its communications 
with members, but NCUA is concerned that this information may not be conspicuous or 
clearly stated, given the volume of information provided. Accordingly, a converting 
credit union must include the form disclosures in a prominent place with each written 
communication it sends to its members regarding the conversion and ensure that the 
disclosures are conspicuous to the member. If a credit union wishes to modify the 
disclosure, it may do so with the prior consent of the Regional Director and, in the case 
of a state credit union, the appropriate state supervisory authority. 

A converting credit union must conduct its member vote on a conversion in a fair and 
legal manner. NCUA requires the credit union to conduct the vote using secret ballots 
and an independent teller to ensure the integrity of the voting process and the privacy of 
each member’s vote. To assist credit unions in achieving the goal of a fair and legal 
voting process, NCUA's conversion rule includes guidelines that address such topics as 
understanding the relationship between federal and state law, determining voter 
eligibility, and holding a special meeting. 


H.R. 3206. ‘The Credit Union Charter Choice Act" 

NCUA appreciates the concerns of Representative McHenry and the cosponsors of 
H.R. 3206, The Credit Union Charter Choice Act, for recognizing the importance of the 
credit union conversion issue. 

Provisions NCUA Supports 

Two provisions of H.R. 3206 would improve current law - the requirements for a 
secret ballot and an independent inspector of elections. NCUA’s current conversion 
regulation includes both of these provisions and adding them to the statute as well will 
ensure that credit unions conduct charter conversion elections fairly. Further, we 
support the retention of the requirement to notify credit union members of the 
conversion vote 90, 60, and 30 days before the vote. NCUA also has no objection to 
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being required to review the proposed notices within 30 days. These proposed changes 
to the statute further enhance transparency and member ability to exert control over the 
voting process. 

Provisions NCUA Does Not Support 

However, NCUA respectfully suggests that many of the provisions of this bill will 
prevent the agency from achieving the goal of allowing informed credit union members 
to select the type of charter that best serves their needs. NCUA is concerned that 
provisions of H.R. 3206 will prevent members from obtaining complete and accurate 
information regarding the potential conversion of their credit union. H.R. 3206 seriously 
diminishes oversight in a conversion vote. The bill deletes the requirement for NCUA to 
administer the vote. Without this oversight, there would be no enforcement of the bill’s 
notice provisions or of the requirements for secret ballots and independent inspectors of 
election. 

NCUA does not seek to block conversions, but to ensure that member-owners of the 
credit union understand the fundamental change on which they are voting, and that the 
vote is transparent and legal. Absent NCUA’s authority to administer the vote, there 
would be no consequences for violations of the conversion notice and voting 
requirements. NCUA’s oversight protects members’ right to complete and accurate 
information, and this role should be preserved. 

The importance of regulatory oversight was underscored during a recent widely- 
publicized conversion case. Allegations were made of misrepresentations by 
management concerning issues such as post-conversion access to credit union shared 
service centers, ability of management and board members to acquire stock other than 
through the IPO, and ability of management to freely communicate with members. 
Through its oversight authority, NCUA was able to promptly address and clarify these 
issues. 

H.R, 3206 would also prevent NCUA involvement in the key area of communications. 
The bill recognizes the current ability for the management of the credit union to engage, 
in direct communication to members in addition to the 90-, 60-, and 30-day notices, but 
eliminates any effective oversight on the content of this communication. Although the 
bill prohibits inconsistent, false, or misleading information in any additional 
communications, the bill prohibits NCUA from reviewing any of these communications. 
NCUA encourages open and honest communication to members before a conversion 
vote and does not seek to limit management’s ability to communicate about a 
conversion proposal. However, any such communications should be subject to 
oversight to ensure accuracy and fairness. 

NCUA is concerned that the prohibition on “speculative” information about the 
institution’s future operations is subject to interpretation. The bill is also unclear about 
what type of information would “distort the impact of conversion,” another prohibited 
item in notices. Similarly, the prohibition on “information attributable to the Board” could 
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be interpreted to prevent the inclusion of NCUA-suggested language in notices, but 
another section of the bill charges NCUA with reviewing and commenting on proposed 
conversion notices. 

Another area of uncertainty involves the conflicting standards the bill establishes for 
review of the conversion process. For example, one section of the bill would prohibit 
post-vote review unless there were ‘1raud or reckless disregard for fairness,” but 
another section prohibits NCUA from requiring a new membership vote unless a 
communication “contains a knowingly false statement that affects the outcome of a 
conversion vote.” 

Effects of H.R. 3206 on Current Regulatory Requirements 

The bill would appear to prohibit the NCUA mandated disclosure of additional critical 
facts of a conversion that are necessary for members to make an informed decision. 
Below is a discussion of NCUA’s specific concerns based on our experience with the 
current conversion rule. 

A. Higher loan rates or lower savings rates 

NCUA’s rule requires that the disclosures include verbiage that members may 
experience higher loan rates or lower savings rates. This requirement has been 
criticized as speculative or uncertain. NCUA disagrees. NCUA engaged the services of 
Datatrac Corporation to gather and analyze data on historic loan and savings rates and 
verify the possible adverse changes in post-conversion rates. Datatrac provided 
NCUA data on over 20 distinct loan and savings products offered by thousands of 
banks and credit unions. ” Datatrac broke each of these products down into average 
rates for ail institutions over several years. Datatrac data for 2002-2005 is attached as 
appendix A, The data is clear: the historic consumer loan and savings rates offered by 
credit unions are more favorable for members than those same rates offered by banks 
of all types, including savings banks. 

Recently, researchers at the Fiscal and Economic Research Center at the University 
of Wisconsin - Whitewater also examined the differences in loan and savings rates 
between credit unions and banks. That study considered loans and savings rate 
data from 175 credit unions and banks, including some banks that had converted from 
credit unions. The study’s findings were consistent with NCUA’s analysis of the 
Datatrac data, including that “[c]redit unions offer significantly higher interest rates on 


Dataintc is a rnarkcf research, intormalion (echnology company specializing in (he financial services industry. It 
has been an independent source of deposit and lending product information for more than 15 years, specializing in 
the banking and credit union industries and representing that it provides its services to over 17,000 financial 
in,sii tut ions nationwide. 

" These products includetl automobile loans; fixed and variable rate mortgage product.s; credit cards; and savings 
products, such as short and long-term certificates of deposit, siivings, checking, and money market accounts. 

j, Heinrich and R, Kashian. Credit Union to Mutual Corivension: Po Rai( \ Pierr^e '.'. fehruary 22, 2006 
(hercinaficr the Heinrich study) A copy of the study is attached as Appendi.x If 
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all savings products examined and charge lower interest rates on three of four loans 
products compared to converted credit unions after accounting for all other variables.” 


NCUA respectfully submits that a disclosure about the consequences on loan and 
savings rates is crucial to a member’s informed decision and vote on changing from a 
credit union to another financial institution charter. 

B. Distribution of Owner Equity 

The conversion rule requires that the disclosure include language that conversion to an 
MSB is often a prelude to a stock conversion in which insiders realize financial gain far 
in excess of that available to average members. The history of the 29 former credit 
unions that converted to mutual savings banks provides a useful guide to what happens 
to former member equity after a conversion occurs. 

Of those 29 mutual savings banks, 21 have converted to stock institutions. A mutual-to- 
stock conversion permits directors and officers to obtain significant financial benefits 
from the conversion, in part through the acquisition and control of stock. The directors 
and officers obtain ownership and control of stock in several different ways. While other 
members of the converting MSB have access to stock, none of them have the same 
access as the directors and officers. 

After a stock conversion, a converted bank may establish an Employee Stock 
Ownership Plan (ESOP), funded by the bank, as well as additional stock benefit plans 
for directors and officers, such as a management stock benefit plan and a stock option 
plan. Members of the credit unlon-turned-MSB who are not employees or directors 
cannot participate in these stock plans. 

NCUA is not suggesting that there is anything improper about the management and 
the compensated directors of a corporation having a vested interest in the company’s 
financial performance. However, using a simple example to illustrate the point, if a 
credit union with $100 million in net worth converts to a mutual and then to a stock 
bank, and the officers, directors, and employees exercise their rights through the IPO, 
ESOP, stock option plan, and management stock benefit plan, they may own 25% or 
more of the total stock. This represents, among other compensation, a transfer of $25 
million to those individuals that was previously member-owner equity in the credit 
union. Members who own the credit union and its net worth have a right to know when 
they vote on a proposed conversion that the officials who are recommending the 
conversion stand to benefit from this kind of transfer of member equity. 

Distribution of member equity in the form of stock is an important facet in the conversion 
process. Even though all members of the converting institution technically have equal 
subscription rights during the initial public offering (IPO) of stock, directors and officers 


" kl.ai I. 
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are able to use their position to gain greater understanding of and access to the IPO 
subscription than other members. Rules governing federally chartered mutual savings 
banks (FMSB) to stock conversions were specifically written to “enhance the ability of 
officers, directors, and employees of an institution to acquire stock when their institution 
converts, through various types of employee stock benefit vehicles ... [so as to] . . . 
provide a means for officials and employees of converting institutions to acquire larger 
ownership stakes in their institutions upon conversion . . . 

These rules permit the MSB directors, officers, employees, and the benefit plans 
created for those persons to obtain a substantial portion of the shares and the 
associated net worth of the institution. This fact is not lost on those who advocate 
conversion. Consultants who advise credit unions to pursue conversions make specific 
claims about the magnitude and extent of the financial benefits available to the directors 
and officers at converting credit unions. One newsletter article prepared by such a 
consultant states: 

■ Bank CEOs typically receive much greater compensation than credit unions 
CEOs, with the bank CEOs receiving from 20% to 57% more for institutions of 
similar assets size.’^ 

■ Bank directors typically earn between $2,500 to over $50,000 annually, in 
addition to travel and expense allowances, while credit union directors are 
uncompensated in almost every instance.'® 

• The gap in pay can be much wider at individual banking institutions that utilize 
stock compensation programs. For example, assuming a credit union with $50 
million in capital converts to a stock bank with an IPO amount of $100 million, 
directors would share a $2 million grant of stock and management would receive 
an equal grant. Each member of a five-director board would get $400,000 in 
stock, vested over five years, at the IPO value.*' 

This article continues by detailing various other opportunities for a credit union-turned- 
bank executive to accrue wealth, and concludes ''[t]he reward for performance could 
lead to a $10 million plus, ownership stake for a capable CEO .... If the conversion is 
not made during the current tenure, the next CEO in charge may very well realize the 
value."’® 


51 Fed. Reg. 40127 (November 5. l086)(PreambIe lo final Federal Flornc Loan Bank Board rule on federal 
mutual savings bank slock convcr.sions). 

''' I heriauli. Alan D . CEO & Direciors: Salary Imbalance is Correcletl l>\ ( . diverting to a Bank. CONVERTING 
FROM A CREDIT UNION FAX UPDA'I'E, Sept. 16, 2002, available at Imp //www.cutinancial.com/pdts/ 
NL2()()2.|Kif. 

'^Id. 

Id. 

'^/r/. al 2-.U 
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The financial trade press has reported on the specific benefits that directors and officers 
of credit unions obtain from their access to stock following a mutual to stock conversion. 
In one converted credit union, the officers and directors made $7 million in profit on the 
IPO increase in value, commonly called an “IPO pop,”'® and set aside another $5 million 
in free stock for themselves through stock benefit plans.®® At another converted credit 
union, the officers and directors amassed more than $14 million in stock and cash 
benefits during the three-year period following stock conversion, with the CEO alone 
receiving $4 million in cash compensation and $3 million in stock.®' At still another 
converted credit union, the officers and directors made about $1 million in profits at the 
time of the IPO and set aside another $3.5 million that was later distributed to those 
officers and directors.®® At another converted credit union, the CEO made $600,000 on 
the IPO, received rights to another $1 million in stock, and received additional stock 
option benefits.®® 

NCUA maintains there is ample evidence to support the conclusion, as set forth in the 
required disclosures, that “[i]n a typical conversion to the stock form of ownership, the 
executives of the institution profit by obtaining stock far in excess of that available to 
the institution’s members.”®^ If the potential benefits that may accrue to the credit 
union officials are accurately disclosed, and there is transparency in the process, 
NCUA has no concern with the transfer of member-owner equity. Experience has 
shown us that in the absence of regulatory oversight, these disclosures are not 
accurately or prominently made. 


See Credit Union Joiinml Daily, February 22, 200?, localed ai www.cujournal.com (d}scu.ssing the conversion of 
Rainier Pacific Credit Union). 

“On Feb. 17, directors of (Rainier Pacitk Financial Group, the parent of Rainier Pacific Savings Bank), known 
until 2000 as Rainier Pacific CU, approved a lucrative post -conversion compensation for both themselves and 
managers. Under the plan, disclosed in documents filed with the Securities and Exchange Commission, top 
executives and directors of Rainier Pacific w ill be granted a total of 288,500 shares of stock valued at almost $5 
million, to be vested over the next five years. The largest recipients will be (the President and CFiO], who will 
receive 60,000 shares valued at almost $1 million, and (the Senior Vice President], who will receive 40,000 shares 
valued at more than $650,000. But directors also voted themselves a share in the so-called management recognition 
stock plan, with each of the eight non-employee directors in line for 10.000 shares valued at $165,000 over the next 
five years. That’s on top of the $1 3,750 each of the once-volunteer directors now earns each year to serve on (he 
board. But that’s not all. The group, as well as other employees will share in a pool of options to buy 680,000 bank 
shares at a discount over the next five year.s. Officials of Rainier Pacific did not return phone calls last week to 
comment.” “Taking It to the Bank; Filings Show How CEOs. Boards at Converts Have Cashed In," Credit Union 
Journal, March 29, 2004, p. I (hereinafter Taking i t to the Bank ). 

See “Excessive Compensation Charged at Convert CU.” Credit Union Journal Daily, February 6, 2006 
(Discussing SEC proxy filings involving the converted Synergy Federal Credit Union). 

“The biggest winners at Kaiser (Federal Credit Union] w-ere (the CEO] who bought the maximum allowable 
30,000 s(iare.s, netting her $ 108,000 in IPO profits. Four directors and two other top execs also subscribed to the 
maximum 30,000 allotment. In all. the four lop managers and .six non-management directors earned $91 8,000 of 
profits on their 265,000 shares in Iasi week’s IPO. The ex-CU has also .set aside another 255,000 share.s, worth $3.5 
minion, as free stock grants to be awarded to the same inJividuals over the next five years,” Credit Union Journal, 
April 5. 2004, p.l. 

See Taking it to The Bank , supra note 23 (Discussing the conversion of Pacific I'rust Credit Union); Credit Union 
Journal, February 25, 2004. Four years after the IPO, the CEO had received stock grants and .stock options of a total 
value ol about $3.8 million. Credit Union Journal. April !4,2(X)6. 

" 12 C.F?R. §708a.4(c). 
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C. Voting Rights 


NCUA's conversion rule requires converting credit unions explain to members how the 
conversion from a credit union to an MSB will affect members’ voting rights and whether 
the MSB will base voting rights on account balances. Voting rights in credit unions and 
MSBs are in fact different in two important ways; (1) the use of proxy voting and (2) how 
many votes each member gets. 

Proxy voting is not allowed in Federal credit unions, meaning that credit union members 
cannot delegate their voting rights to the credit union’s board of directors. Federal 
mutual savings banks, in contrast, are allowed to use proxy voting, and they typically 
collect these proxies from their account holders at the time of account opening. With 
the exception of the vote to convert to a stock charter, these proxies may be “running,” 
meaning that the MSB’s board of directors will vote the proxies indefinitely unless the 
account holder takes action to affirmatively revoke the proxy. Also, credit unions are 
purely democratic. Every member gets one vote, regardless of account balances. 
Federal MSBs may choose to dilute the voting power of lower balance depositors by 
allotting each customer one vote per $100 on deposit, up to 1000 votes. Recently 
converted credit unions have elected this account balance voting option. One result is 
that directors, officers and other customers of greater means have increased voting 
power in determining whether to convert to a stock institution. 


D. Regulatory Consistency 

Section 205 of the Act, as amended by CUMAA, requires that NCUA’s conversion rules 
be consistent with the rules of other financial regulators, including OTS and the Office of 
the Comptroller of the Currency and that NCUA's rules be “no more or less restrictive” 
than the rules applicable to charter conversions by other financial institutions.^^ 

Clearly, NCUA’s rule cannot and should not be identical to those of the other regulators. 
The other regulators’ rules are not identical to one another, making cross-uniformity 
impossible for NCUA. More importantly, the rules address different transactions, with 
different statutory requirements, requiring different regulatory approaches, NCUA 
interprets the consistency requirement as a mandate that NCUA’s rules be compatible 
with and adhere to the same principles as the conversion rules of other regulators. 


“Jr praciicc, members delegate votijig rights and the operation of federal mutual savings associations through (he 
granting of proxies typically given to the board of directors (trustees) or a committee appointed by a fnajority of the 
bi>ard.'’ OTS Thrift Activities Regulatory Handbook, Section 1 10.2 (December 2003). 

An FMSB may adopt a range of voting rights, from onc-prerson one-vole to one vote per $100 account balance up 
to iOOO votes. NCUA believes, however, that a!! credit unions that have converted to FMSBs to-date have made a 
conscious decision to abandon the one-person one- vole concept. 

i: use l7S.‘j(b)(2XG)(i). 
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Similarly, NCUA interprets the “no more or less restrictive” requirement to mean that, 
consistent with underlying principles of informed member choice, NCUA should adopt 
restrictions of other regulators that make sense for credit union conversions, while not 
confining a credit union’s choices more significantly than the regulatory options of other 
institutions. 

By comparison to NCUA’s rules, OTS maintains significant authority over the 
conversion approval process from mutual associations to stock associations and 
remains involved throughout the entire process.*® The rules of both OTS and NCUA 
have different requirements at different stages of a conversion; some of these 
requirements are more detailed than that of the other agency, given that the 
conversions governed by each agency differ. 

For example, OTS’s involvement in the conversion process is mandatory even before 
the board of the mutual association passes a conversion plan; the board of the 
converting mutual bank must meet with OTS prior to passing the conversion plan and 
provide OTS with a written strategic plan that outlines the objectives of the proposed 
conversion and the intended use of the conversion proceeds.*® NCUA’s rules by 
comparison do not require a mandatory meeting prior to the board of the credit union 
passing a conversion plan or a business plan. OTS also requires that a converting MSB 
adopt a plan of conversion that contains specific information.®® NCUA’s rules merely 
require that the converting credit union “approve a proposal to convert,” but do not 
dictate what must be in that proposal.®’ 

The notice requirements differ between OTS and NCUA because MSBs and credit 
unions are structurally different. The difference is highlighted by the individuals they 
may serve or with whom they can transact business. Any member of the public may 
utilize an MSB. Thus, the MSB must notify the public-at-large of the potential 
conversion. OTS’s notice requirements mandate that the converting MSB publish a 
notice of its application and post the notice in the bank’s home office and at all branch 
offices; the converting MSB must also send notice of the plan’s approval either by 
mailing a letter to each member or by publishing a notice in the local newspaper in 
every local community where the bank has an office.®* 

Credit unions, on the other hand, do not serve the public-at-large, but serve a defined 
group of members,®® By statute, those members must each receive notice “on the 
matter of” the credit union’s intent to convert at the prescribed 30-day intervals.®’’ The 
fact that NCUA requires certain information in its notice that OTS does not similarly 
require does not render NCUA’s notice provision in violation of the statute. Both 


12 C.F.R. pan 56.rb. 

See 12 C F.R. §§ 363b, 100. 56 .^It !03 {ouOincs required infoiin.iiion lo he incliideil in business plan). 
® See 12 C.F.R. §§ .I.Vib. 12.5, .S;?6, 1 W. 

” See I2C F R. § 7083.2. 

Supra nolc .8.1; 12 C.F.R. 55 .‘i.rhb.I .lb. .862b. 1 80. 

'■See 12 U.S.C. 1759. 

’■* 12 U„S.C. I785(2)(C). 


12 



68 


agencies essentially prohibit their converting entities from omitting any material facts in 
their notices NCUA requires that converting credit unions include certain disciosures 
in its notices, precluding them from omitting these material facts. NCUA maintains that 
the provisions of its current conversion rule do not exceed NCUA’s statutory authority, 
are consistent with other financial regulators and are no more or less restrictive than 
rules applicable to charter conversion by other financial institutions. 

E. Management Communication with Members 


NCUA’s conversion rule does not prevent a converting credit union from communicating 
with its members to refute or correct misinfonnation supplied by groups opposed to the 
conversion. The disclosures required by §708a.4(e) of NCUA’s regulations provide 
important, factual information to make members aware of the potential effects of 
converting to a bank so they can make an informed decision. Any credit union that has 
a concern about the disciosures can contact the appropriate NCUA Regional Director to 
request that the disclosures be modified to address those concerns.^® 

While §708a.4{e) requires a converting credit union to include NCUA’s disclosures with 
written conversion-related communications to its members, there are communications to 
which the requirement does not apply. NCUA has advised the attorneys who have 
represented most converting credit unions that conversion-related press releases and 
advertisements, not directly mailed to members, are not written communications to 
members contemplated by §708a.4(e). 

Additionally, the form disclosures are not required until after the board of directors vote 
to approve a plan of conversion. Therefore, a credit union is free to communicate with 
its members in any way it deems appropriate, before the board’s vote on the plan of 
conversion, to provide its members with earlier notice that conversion is under 
consideration without including the NCUA disclosure. Indeed, many who have opposed 
recent credit union conversions have complained that they learned of the board’s 
intention to convert only when they received the first (90-day) notice and ballot. 

Finally, communications with individual members, in response to specific questions 
posed by these members, are not required to be accompanied by the NCUA disclosures 
under §708a.4(e). 


Possible Changes to the Conversion Rule 

NCUA believes that certain changes can and should be made to clarify and improve its 
conversion rule. NCUA recognizes and fully supports the rights of credit union members 
to convert their credit union to a bank charter. This charter change, however, is a 
fundamental shift in the institution’s structure, which in turn changes the rights of the 


".SVc, I'.f;-. 12 C.I2H. § 563b.28-‘i. 
12 r.r.R. !!7()8a.4(c). 
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owner-members. The services supplied to the members, and the cost of those services 
to the members, are also likely to change. 

The decision to change to a bank charter ultimately belongs to the credit union 
members. It belongs directly to the members in the sense that the member vote 
decides the conversion issue. It also belongs to the members because the directors, 
when adopting a proposal to convert to a bank and advocating that position to the 
members, have a fiduciary duty to act in the best interests of the members. 

With these fundamental issues at stake, and with NCUA’s statutory obligation, it is 
imperative that the voting process be transparent and fair. Inherent to the process is 
the right of members to be fully informed as to the reasons for the proposed conversion. 
They must also have time to consider the pros and cons of the proposed conversion 
and should have an opportunity to discuss the proposal with other members and to 
communicate their views to the credit union’s directors. This is not possible under the 
procedures currently used by converting credit unions, where members first receive 
notice at the time the ballot is mailed. The current conversion process can be improved 
to facilitate the quality and flow of information about the conversion between and among 
members and directors. 

One possible regulatory change NCUA is considering would require a converting credit 
union to give advance notice to members that the credit union’s board intends to vote 
on a conversion proposal. This notice would provide members, whether they are 
initially for or against the conversion, an opportunity to express their opinions to the 
credit union’s board before the board has expended significant resources on the 
conversion process. NCUA has determined that some states have adopted similar 
early notice laws and regulations for their state-charted credit unions considering 
conversion to banks. 

Another change under consideration would further enhance member involvement and 
communication. OTS regulations require a thrift to forward infonnation from one 
customer to all the thrift’s customers if the requesting customer agrees to reimburse the 
thrift for its expenses. No such system currently exists in NCUA regulations for credit 
union members to communicate with each other about a pending conversion, and we 
believe it may be a valuable tool to improve the member decision process in 
conversions. 

NCUA is considering whether the disclosures that a credit union must provide to its 
members as part of the conversion process should be simplified. NCUA's required 
disclosures have been characterized by some as inhibiting a credit union board’s ability 
to communicate with their members outside the formal notice process. While NCUA 
respectfully disagrees with this characterization, NCUA is considering modifying the 


See, e.g.. Mich. Comp. Law.s 4h0..r7S( l)(ai and ( I)(b)(ii) and H Vi. S(at. ,^nn. Tit. 8, §3.7 102 (2006). 
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current requirement that certain disclosures be delivered with ail written 
communications, and, instead, only require that those disclosures be delivered with the 
formal notices of member vote. 

NCUA will continue to refine the proposed rule prior to Board issuance for public 
comment. The actual proposed mie may include all or some of the ideas under 
consideration, as well as additional suggestions from commenters. Of course, NCUA 
will carefully consider all comments it receives before issuing final amendments to the 
conversion rule. NCUA believes that such a rulemaking is timely and will provide for a 
clearer, more efficient and effective conversion rule. 


Conclusions and Recommendations 


Credit unions exist for the purpose of promoting thrift and providing a source of credit for 
their members. Since their inception, credit unions have been organized as 
democratically controlled, nonprofit cooperatives, managed by volunteer directors. 

Credit unions exist to provide affordable services to their members, rather than to 
maximize profits to outside investors or stockholders. Credit unions are unique and an 
important financial option for consumers. 

While NCUA fully supports the ability of members to vote democratically to change the 
charter of their financial institution, NCUA also believes its primary role in this matter is 
to ensure that members receive complete, accurate, and timely disclosures regarding 
the conversion. Consumers have a right to expect regulatory bodies to carefully monitor 
the disclosures to ensure transparency and maximize the amount of control that the 
member-owners exercise over their credit unions. In the same vein. Congress has a 
valid and important oversight role in the process, and consumers derive benefits from 
the active interest on the part of their elected representatives. NCUA supports the 
provisions of H.R. 3206 that make the requirements of a secret ballot and an 
independent inspector of elections statutory. As discussed previously, NCUA believes 
other provisions of the bill would interfere with the Agency’s ability to ensure that credit 
union members receive clear, complete and accurate information on a conversion. 

NCUA believes that any changes to improve the conversion process can be 
accomplished through regulation. In that regard, NCUA is taking steps to enhance 
clarify, and improve the effectiveness of its regulation. NCUA remains concerned that, 
absent important regulatory refinements outlined in this statement, consumers may not 
have access to plainly-worded, accurate and prominent disclosures that inform them 
about their stake in a charter change. When member-owners are asked to vote on 
their credit union's future, they should have every opportunity to assess all facts and 
make an informed choice. Ownership, particularly of the kind conferred by membership 
in a financial cooperative, is a significant and important concept that should be 
protected by diligent regulatory oversight. 
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NCUA looks forward to working with Congress and the credit union industry to address 
these important issues. 
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Appendix A 

Comparison of Historical Rates: Credit Unions. Savings Banks, and Other Banks 
Data compiled by Datatrac, Inc. 

Contact; KenWanekat 1-800-257-7101. 


36 month Used Auto Loan, 2 Year-Old Auto 
f Comparison of average credit union, savings bank, and other bank rates at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

4.94 

4.95 

5.62 

Savings Banks 

7.05 

6.96 

7.49 

Other Banks 

7.78 

7.09 

7.78 


48 month Used Auto Loan, 2 Year-Old Auto 
( Comparison of average credit union, Savings Bank, and other hank rates at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rales at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

5.05 

5.07 

5.72 

Savings Banks 

7.05 

6.92 

7.51 

Other Banks 

7.21 

7.14 

7.81 


48 Month New Auto Loan 

( Comparison of average credit union. Savings Banks, and other bank rales at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rates at Year-end 
2004 

Rales at Year-end 
2005 

Credit Unions 

4.72 

4.76 

5.44 

Savings Banks 

6,52 

6.37 

6.93 

Other Banks 

6.49 

6.43 

1 

7,12 


! 
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Appendix A 

Comparison of Historical Rates: Credit Unions. Savings Banks, and Other Banks 
Data compiled by Datatrac, Inc. 

Contact: Ken Wanek at 1-800-257-7101. 


60-month New Auto Loan 

( Comparison of average credit union. Savings Banks, and other bank rates at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

4.84 

4.88 

5.57 

Savings Banks 

6.61 

6.44 

7.04 

Other Banks 

6.56 

6.51 

7.21 


36 Month Unsecured Loan, Fixed Rate 

( Comparison of average credit union, savings bank, and other hank rates at year-end) 


Type of Institution 

Rales at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

11.10 

10.82 

10.97 

Savings Banks 

12.27 

12.37 

12.41 

Other Bank^ 

12.02 

12.04 

12.50 


I Year Adjustable Rale Mortgage 

( Comparison of average credit union, savings bank, and other hank rates at year-end) 


Type of Institution 

Rales at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

3.72 

4.06 

4.92 

Savings Banks 

4.00 

4.23 

5.30 

Other Banks 

4.04 

4.49 

5.68 
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Appendix A 

Comparison of Historical Rates: Credit Unions. Savings Banks, and Other Banks 
Data compiled by Datatrac, Inc. 

Contact; KenWanekat 1-800-257-7101. 


15 Year Fixed Rate Mortgage 

( Comparison of average credit union, savings bank, and other bank rates at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

5.31 

5.32 

5.98 

Savings Banks 

5.23 

5.24 

5.92 

Other Banks 

5.32 

5.25 

5.98 


J Year Adjustable Rate Mortgage 

( Comparison of average credit union, savings hank, and other hank rates at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

4.34 

4,59 

5.55 

Savings Banks 

4.40 

4.70 

5.66 

Other Banks 

4.46 

4.88 

5.95 


JO Year Fixed Rale Mortgage 

(Comparison of average credit union, savings bank, and other hank rales at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rales at Year-end 
2004 

Rates at Y ear-end 
2005 

Credit Unions 

5.92 

5.82 

6.38 

Savings Banks 

5.93 

5.81 

6.39 

Other Banks 

5.95 

5.79 

6.39 


5 Year Adjustable Rate Mortgage 

( Comparison of average credit union, .tavings hank, and other bank rales at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rates at Y ear-end 
2004 

l^ales at Year-end 

2005 

Credit Unions 

4.96 

5.06 

5.82 

Savings Banks 

4.97 

5.07 

5.83 
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Appendix A 

Comparison of Historical Rates: Credit Unions. Savings Banks, and Other Banks 
Data compiled by Datatrac, Inc. 

Contact; Ken Wanekat 1-800-257-7101. 






Other Banks 

5.04 

5.19 

6.09 


Credit Card (Classic) 

(Comparison of average credit union, savings bank, and other bank rates at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rates at Year-end 1 
2004 

Rates at Y ear-end 
2005 

Credit Unions 

12.18 

1 1 .97 

12.06 

Savings Banks 

11.92 

11.60 

13.27 

Other Banks 

12.33 

12.39 

14.13 


Credit Card (Gold) 

( Comparison of average credit union, savings bank, and other hank rates at year-end) 


Type of Institution 

Rates at Y ear-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

10.40 

10.25 

10.26 

Savings Banks 

10.75 

10.51 

10.86 

Otlier Banks 

10.49 

10.83 

11.13 


.1 Month Certificate of Deposit (Share Certificate), $10,000 Minimum 
(Comparison of average credit union, savings bank, and other hunk rales a( year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rales at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

1.13 

1.48 

2.59 

Savings Banks 

0.94 

1.34 

2.31 

Other Banks 

0.87 

1.29 

2.29 


6 Month Certificate of Deposit (Share Certificate), $10,000 Minimum 
( Comparison of overage credit union, savings hank, and other hank rales at year-end) 


1’ype of lnstituli(7n 

Rales at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

1.35 

1.79 

3 13 

Savings Banks 

1.11 

1.65 

2.88 


4 
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Appendix A 

Comparison of Historical Rates: Credit Unions. Savings Banks, and Other Banks 
Data compiled by Datatrac, Inc. 

Contact: Ken Wanek at 1-800-257-7101. 


Other Banks 

1.04 

1.63 

2.83 


I Year Certificate of Deposit (Share Certificate}, $10,000 Minimum 
( Comparison of average credit union, savings hank, and other hank rates at year-end} 


Type of Institution 

Rates at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

1.62 

2.22 

3.62 

Saving.s Banks 

1.35 

2.05 

3.37 

Other Banks 

1.27 

2.03 

3.34 


2 Year Certificate of Deposit (Share Certificate}, $10,000 Minimum 
(Comparison of average credit union, savings hank, and other bank rates at year-end} 


Type of Institution 

Rales at Year-end 
2003 

Rales at Year-end 
2004 

Rates at Year-end 
200.5 

Credit Unions 

2,11 

2.79 

3.93 

Savings Banks 

1.88 

2.63 

3.64 

Other Banks 

1.80 

2,55 

3.59 


J Year Certificate of Deposit (Shore Certificate), $10,000 Minimum 
(Comparison of average credit union, savings hank, and other hank rates at year-end) 


Type of Institution 

Rates at Year-end 

2003 

Rates at Year-end 
2004 

Rales at Year-end 
2005 

Credit Unions 

2.60 

3.28 

4.14 

Savings Banks 

2.42 

3.04 

3.83 

Other Banks 

2-30 

2,97 

3.79 


4 Year Certificate of Deposit (Share Cerlifircite). $10,000 Minimum 
(Comparison of average credit union, savings hank, and other hank rates at vear-end) 


Type of In.stitution 

Rales at Year-end 
2()(.t3 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

2 98 

3.66 

4.33 


5 
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Appendix A 

Comparison of Historical Rates: Credit Unions. Savings Banks, and Other Banks 
Data compiled by Datatrac, Inc. 

Contact: Ken Wanek at 1-800-257-7101. 






Savings Banks 

2.74 

3.32 

3.94 

Other Banks 

2.64 

3.27 

3.91 


5 Year Certificate of Deposit {Share Certificate), $10,000 Minimum 
{ Comparison of average credit union, savings bank, and other hank rates at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rates at Y ear-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

3.43 

4.07 

4.58 

Savings Banks 

3.22 

3.73 

4.20 

Other Banks 

3.08 

3.61 

4.13 


Interest Checking Account (Dividend Checking) 

(Comparison of average credit union, savings bank, and other bank rales at year-end) 


Type of Institution 

Rates at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
2005 

Credit Unions 

0.48 

0.48 

0.51 

Savings Banks 

0.44 

0.42 

0.49 

Other Banks 

0.32 

0.34 

0.45 


Money Market Account 

( Comparison of average credit union, savings bank, and other hank rales at year-end) 


Type of Institution 

Rales at Year-end 
2003 

Rates at Year-end 
2004 

Rates at Year-end 
200.5 

Credit Unions 

0.97 

1.01 

1.44 

Savings Banks 

0.65 

0.70 

0.99 

Other Banks 

0.51 

0.57 

0.85 


Regular Savings Account. $10,000 mininiuin 
( Comparison of on rage credit union, savings bank, and other hank rates at year-end) 


Type oT Institution I 

Rates at Year-end 

Rales at Year-end I 

Rates at Year-end 


2003 

2004 ' 

2005 


6 
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Appendix A 

Comparison of Historical Rates: Credit Unions. Savings Banks, and Other Banks 
Data compiled by Datatrac, Inc. 

Contact: Ken Wanek at 1-800-257-7101. 


Credit Unions 

0.56 

0.55 

0.67 

Savings Banks 

0.60 

0.60 

0.67 

Other Banks 

0.49 

0.36 

0.49 


7 
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Executive Summary 

This study conducts a cross-sectional analysis of 175 depository institutions, assessing 
the impact on the interest rates charged on loan products and offered on savings products 
by the size of the institution, its liquidity, its net worth, its tax and salary payments, and 
its status as a credit union, a traditional banking institution, or a converted credit union 
(i.e., an institution that recently converted from a credit union charier to a banking 
institution charter). The principal findings are: 

• Credit unions offer significantly higher rates on savings accounts and lower rates 
on many loan products than do banking institutions after accounting for all other 
variables, 

• Credit unions offer significantly higher interest rates on all savings products 
examined and charge lower interest rates on three of four loan products examined 
compared to converted credit unions alter accounting for all other variables. 

• Although we identify a significant credit union pricing advantage compared to 
both traditional banking institutions and converted credit unions, we are unable to 
conclude that this advantage arises simply from differences in tax .status or salary 


levels. This suggests that other factors associated with the cooperative structure 
of credit unions also play a role in the credit union pricing advantage. 
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1. INTRODUCTION 

Over the past ten years, roughly 30 credit unions in the U.S. have converted to mutual 
banking institutions. The majority of these institutions have subsequently converted to 
stockholder-owned banking institutions. This activity, while very limited in terms of number of 
institutions, has been hotly debated. Advocates of this activity say that converted credit unions 
can maintain and even improve the level of financial benefits delivered to members. They argue 
these conversions increase flexibility and make institutional growth easier. Opponents, on the 
other hand, say that in almost every case this process has been motivated by insider greed because 
it results in a massive transfer of wealth from credit union members to insiders. Opponents also 
say that the financial benefits provided to credit union members are substantially reduced after 
conversion. Further, opponents argue, credit union members are not properly informed of these 
negative consequences of the conversions. 

In a recent directive, the National Credit Union Administration (NCUA) proposed that a 
converting credit union include the following disclosures in each written communication it sends 
members regarding conversion: “Credit union directors and committee members serve on a 
volunteer basis. Directors of a mutual savings bank are compensated. Credit unions are exempt 
from federal tax and mo.st state taxes. Mutual savings banks pay taxes, including federal income 
tax. If [insert name of credit union] converts to a mutual savings bank, these additional expenses 
may contribute to lower savings rates, higher loan rates, or additional fees for seivices”. 

This powerful paragraph intends to warn credit union members of the consequences of 
demutualization. However, this statement is without citation or evidence by the regulators. It 
could be argued that, without evidence supporting this claim, the NCUA i.s simply protecting its 
turf and conducting an argument that retains membership. As a result, several considerations 
demand examination. All relate to the issue of member/owner benefits and include 
considerations of the financial benefits associated with interest rates on deposits and loans. First, 
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do recently converted credit unions charge lower loan interest rates and/or pay higher dividend 
rates on savings than credit unions? Second, do salary differences, which would to some extent 
reflect the compensation of directors, result in significant consumer interest rate-related pricing 
differences between institutions? We approach these questions by comparing not just traditional 
banking institution rates to credit union rates, but also by analyzing the interest rate differentials 
between credit unions and recently-converted credit unions (i.e,, institutions that converted from 
credit union charters to banking institution charters). 

2. LITERATURE REVIEW 

While relatively small, credit unions hold a material position in the market as a supplier 
of financial .services: credit unions’ provide for 1 2.4% of the consumer credit market (Srinivasan 
and King, 1998). Feinberg (2002) argues that credit unions serve the market on the fringe, 
resulting in lower loan interest rates. Feinberg based his argument on the reIation.ship between 
credit union concentration and interest rates on unsecured loans at banks: as the share of deposits 
held in credit unions rise, bank loan interest rates fall. Tokle and Tokle (2000) determine that 
large, chain banks pay lower interest rates on deposits than do credit unions. Tokle and Tokle 
(2000) also do not address a critically important question: do banking institutions and credit 
unions offer significantly different interest rates? This idea, that there is an institutional 
difference in interest rates, recognizes that other factors may also account for interest rate 
differentials between institutions. These factors, which we use as independent variables, include 
salary payment differences, size differences (economies of scale), and differences in market 
concentration. Institutional differences owing to philosophical differences between credit unions 
and hanking institutions, or iiifferences in institutional objectives may be important but we do not 
attempt to quantify those factors as such here. 

While there is limited literature regarding intere.si rale differentials specifically in the area 
of credit union vs banking institutions, there is re.search within the banking sector that analyzes a 
variety of determinants within the industry. McCall (1980) determined that higher bank 
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concentration results in lower deposit interest rates and higher interest rates on loans. Focarelli 
and Panetta (2003) find that there is an inverse and significant relationship between asset size and 
deposit interest rates. 

Berger and Hannan (1989) find that banks in markets with a high local banking wage rate 
witness significantly higher deposit interest rates. Hannan (2003) finds that thrifts offer higher 
rates on money market deposits than banks. In addition, Hannan finds negative relationships 
between a) asset size and deposit interest rates, and b) teller wages and deposit interest rates. 
Feinberg and Rahman (2001) find that there is a competitive interaction between credit unions 
and banks within a defined market: the greater the presence of credit unions, the lower the 
interest rates on loans charged by banks. Feinberg (2003), in his comparison of credit unions and 
bank rates, finds that loan interest rates fall with asset size for both unsecured and new vehicle 
loans, and in a follow-up piece [Feinberg (2004)] based on those results calculates that a halving 
of credit union market share would imply an increase in nationwide bank customer borrowing 
costs of $1,73 billion annually.' 

There is no readily available research regarding the impact taxes have on interest rates. 
However, tlie general expectation is that banking institutions have less favorable interest rates 
than credit unions to compensate for the taxes that are paid to the government. If this is accurate, 
it is argued that the tax exempt status of credit unions is simply a subsidy. However, due to 
methodological difficulties it is not possible for us in this paper to evaluate this claim. 

3 METHODOLOGY 

In all of the regressions that are presented, the dependent variable is the intere.st rate for a 
savings or loan product. The seven products in question are standard savings accounts; interest- 
bearing checking accounts; 1-year Certificates of Deposit; money market accounts; 48-month 

' In a related exerci.se, Tokle (2005) uses the estimates from Tokle and Tokle (2000) and tiannan (2002) to 
estimate that a decline in credit unitin market share of one deviation would decrease bank customer interest 
payments on CDs by S203 niiilion and S72b niiliion, respectively, and decrease bank customer interest 
payments on money market depo-sit'- tyv 5 1 .67 billion and SI .8 miltion respectively. 
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used car loans; 60-month new car loans; and regular visa credit cards^. A number of independent 
variables are employed across all regressions and consistent with similar measures found in the 
literature. One is a measure of market concentration, the Herfindahl-Hirschman Index (HHI 
index). The HHI is a widely-accepted measure of market concentration calculated by squaring 
the market share of each firm competing in a market and then summing the resulting numbers. 

The HHI can range from close to zero to 10,000, with higher values corresponding to higher 
levels of market concentration. This analysis uses the HHI for each Metropolitan Statistical Area 
(MSA), expressed in log form (InHHI). Other independent variables include total assets of the 
institution as a measure of size, also in log form (InAssets)', the Capital-to-Asset ratio as a 
measure of the institution’s net worth (Capital/A)\ the Loan-to-Asset ratio as a measure of 
institutional liquidity (Loan/A); and the salary-to-asset ratio as a measure of labor costs which 
will to an uncertain extent indirectly include director compensation differentials (Sa!ary/A). 

In addition, we include a dummy variable to help us identify institutional pricing 
differences that are not captured by the aforementioned independent variables. The dummy 
simply identifies the row in the regression as a credit union, a recently-converted credit union, or 
a banking institution. If, for example, a regression is conducted in which we are comparing the 
current credit union loan rates with banking institutions, the banking institution is given a value of 
one (1) while the credit union is provided a value of zero (0). If the coefficient on banking 
institution is positive and significant, it means that the banking institution will charge a higher 
loan interest rate than a credit union. For each product, three regressions are run corresponding to 
three sets of institutions included in the sample: 

I . Regressions “a” include credit unions and all banking institutions ( i.c., thrifts, and 
commercial banks, including recently converted credit unions); 


“ We also ran regressions for home equity loans, 36-month unsecured loans and gold credit cards, but ihese 
regressions yielded no results of any stalisticai Memfitance with regards to our primary concern, namely 
(he impact of credit union conversion. 
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2. Regressions “b” include credit unions and recently-converted credit unions (i.e., former 
credit unions); and 

3. Regressions “c” includes credit unions and banking institutions that have never been 
credit unions. 

In each ca.se, the dummy is assigned to all banking institutions with credit unions remaining the 
excluded variable. The dummies are denoted B AH, ConvCU, and B NoConv, respectively. 
Descriptive statistics for all variables for each sub-sample we investigate are included in Table 
1 a, and summary averages of interest rates by product and single institution type are presented in 
Table lb. 

The interest rate data was obtained via a Datatrac survey of the 5 largest for-profit 
institutions, the 5 largest credit unions, and the converted institutions present in each of 25 MSAs 
for a total of 275 institutions. Other financial and demographic data was obtained from year-end 
2004 regulatory reports filed by each institution (i.e., call reports). The call report data was 
obtained from the NCUA and FDIC websites. The data set thus represents a cross-section of the 
industry, From this, we removed the 100 largest institutions by assets leaving 175 institutions in 
the dataset. The excluded institutions proved to be nationwide banks with branches in a great 
number of MSAs and with little or no variation in interest rates or other variables across their 
branches (as call reports are on an institutional rather than branch basis). Failure to exclude these 
institutions would have therefore pre.sented the estimations with a multicollinearity problem. 

To maintain consistency with the literature, we utilize the basic ordinary least squares 
(OLS) estimation procedure in all cases. OLS is a technique that provides the summary 
coefficient of the extent of relationships between the dependent variable and one or more 
independent variables. OLS is a regre.s.sion analysis that develops an equation describing the 
nature of the relationship between these variables. 

One of the more recent studies regarding interest rate differentials is by Tokle and Tokle 
(2000). That paper strictly focused on saving products and limited the scope of its data to May 
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27* and 28* of 1998, and to a defined area in Idaho and Montana. This paper extends the Tokle 
and Tokle focus to both loan and savings products on a national scope. This paper also focuses 
on one day, June 27, 2005. Surveying on multiple dates adds substantial data collection costs. 

We also ran these regressions adding a CAMEL rating variable synthesized by a private 
sector firm. In no case did the camel rating, a proxy for safety and soundness, serve as a 
significant determinant of interest rates for credit unions and banks and so the regressions 
including the camel rating are not reported here. The fit of the regressions varies substantially, 
with the R-squared’s on average rather low in an absolute .sense but are still consistent with the 
earlier literature, in particular Feinberg (2002) and Berger and Hannan (1989). 

4. RESULTS 
Savings Products 

Table 2 presents the regression results for the interest rate on four savings products; 
standard savings accounts (1), interest-bearing checking accounts (2), l-year certificates of 
deposit (3), and money market accounts (4) with three regressions for each dependent variable as 
noted. In the case of savings products (regressions 1-4), the first thing to note is that for all 
products but interest-bearing checking accounts, we find that there is a significant difference 
between credit unions and other institutions as evidenced by the coefficients on the for-profit 
dummy variable. Aside from the impact of any of the other included variables, we find for three 
of the products that credit unions offer interest rates on savings products typically around 30 basis 
points higher than the rates offered by banking institutions, including fonner credit unions. The 
difference, independent of other included variables, between credit unions and fonner credit 
unions is estimated to be largest for standard savings accounts. The exception is for checking 
accounts, where we find no .significant difference between credit unions and converted 
institutions. However, there is a significant difference between credit unions and all banking 
in.stitutioo checking accounts. This is estimated at 1 3.6 basis points, but as we do not find any 
difference significantly different from zero comparing credit unions to either converted 
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institutions or those that were always banking institutions, this result does not seem particularly 
robust. Notably, credit union conversion seems to prompt the greatest decrease in savings rates in 
the case of standard savings accounts. 

Salary-to-asset variation only seems significant for standard savings accounts, but this 
appears to be the case in all regressions for that product.’ The Salary/ A variable is weakly 
significant for checking accounts in regres.sions including banks and for money market accounts 
in the regression including only current and former credit unions. Thus, it would seem that the 
extent to which institutions have higher costs, perhaps due to having salaried directors, these are 
passed on to customers primarily through lower interest rates on savings products, primarily 
standard savings accounts. Indeed, no lending product indicates any sensitivity to variation in 
salarie.s. 

Industry concentration amongst banking institutions negatively impacts rates paid to 
checking accounts and CDs across all three regressions in each case. As to other independent 
variables, institutions which have a higher proportion of loans to assets are estimated to offer 
lower savings rates, though why this should be is not clear. Institutions that have higher total 
assets seem to offer higher rates on CDs, though this could reOect an endogeneity problem as it is 
just as plausible that an institution with higher CD rates and thus more deposits ends up with 
higher assets. 

Loan Products 

Table i shows tlie results with the rates for three loan products as the independent 
variable: 48-iTionth used car loans; 60-month new car loans; and regular credit cards. The best fit 
of all regressions in this paper occurs for the car loans, though less so for the ‘b’ regressions. At 
the same time, the only variable which consistently shows any significance in these regressions is 

’ T he range for the Suhuy/A variable is from a low of zero to a high of about .04 with an average around 
.014, which means the practical range implied by the estimated coefficient is in the low tens of basts points. 
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the for-profit dummy, suggesting that something about banking institutions not accounted for in 
the other independent variables leads to them charging higher interest rates on car loans. Also, 
the coefficient on the dummy for converted credit unions (in 5b and 6b) suggests that the 
differential is not as large between credit unions md converted credit unions as it is between 
banks and credit unions, in fact at best half as large in our estimations. However, this still 
translates into at least a full percentage point in all regressions except 6b. This could possibly be 
the result of a convergence process where there is a phase-in period as converted credit unions 
raise their car loan interest rates from the level typical to a credit union to the level typical of 
banks, though it is not possible with our cross-sectional data to shed any light on this hypothesis.*’ 
The level of firm concentration does not seem to impact car loan rates. 

For regular credit cards, there is again a consistently lower interest rate amongst credit 
unions compared to other institutions, and further it seems that the differential between credit 
unions and converted credit unions is larger than the differential between credit unions and banks 
or all for-profits, nearly two full percentage points. Curiously, it seems that institutions in more 
concentrated markets offer lower interest rates, a result for which we cannot offer any 
explanation. We do not find any impact of the salary-lo-asset ratio on loan rates. 

Overall, it seems clear that there are slmclural differences in the interest rate structures 
between credit unions and banking institutions that are clearly to the benefit of credit union 
members which are in most cases difficult to attribute to anything other than institution type. 
Salary levels seem important to the interest rates offered on savings deposits, but otherwise do not 
seem to be a deciding factor. Industiy concentration seems to lower rates paid on some savings 
products and credit cards, but also seems otherwise neutral. 

5. CONCLUSIONS 

Our data does include the miniber of years since a former credit union converted to for-profil status, but a 
casual examination of this data yielded no insights into this speculation. 
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The purpose of this paper was twofold. First, the paper seeks to review the strong 
admonition provided by the NCUA against mutualization. Second, to evaluate the unique interest 
rate benefits provided to credit union members. Both inquiries provide intriguing results. 

The results presented here suggest that both loans and savings accounts offered by credit 
unions offer favored rates to the member for all products studied except interest-bearing checking 
accounts, and this re.sult is robust across all specifications. This is especially notable in the area 
of former credit unions. This result is an addition to the credit union and bank literature. It 
argues that credit union rates are not solely the result of differences in salary payments which 
might be due to director compensation; the estimations indicate a good portion if not all of the 
differential is independent of this advantage. It determines that while higher concentration results 
in lower rales to savers, bank rates are independently lower for most savings products and higher 
for lending products excepting home equity and unsecured loans. 

In terms of the warnings by the NCUA: the concern over the impact salaries will have on 
interest rates is mixed. While higher salary payments consistently associate with lower rates on 
standard savings accounts, no such association is found with any of the other products examined. 
Nonetheless, in many cases credit unions offered higher rates on savings products, while banks 
did not offer higher rates in any savings produces. The NCUA may not have correctly identified 
the source of credit union financial benefits, at least in terms of director salaries and the impact on 
interest rates. It is entirely possible that director compensation or indeed tax burdens might be 
passed on in other forms, such as through fees. Nonetheless, NCUA did ultimately correctly 
conclude that the financial benefits provided by member-owned, not-for-profit credit unions 
either di.sappear or are much diminished when those institutions conveii to banking institutions. 

This paper presents a static view of an interest rate environment based on a single day. 
While there is no cause to believe that that day was unusual, lime series data would offer 
additional insight. Through the collection of data over several time period.s, panel data can be 
assembled. This would offer additional information regarding the sequence or timing of the 
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changes in pricing behavior following conversion to for-profit status. Finally, it should give 
insight into the increasing or decreasing impact of consolidation on interest rates. 
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Table la - Descriptive Statistics bv Sample, Savines Products i 

Checking with Interest 



Regular Savings 



All institutions 

Mean 

StdDev 

N 

Ail Institutions 

Mean 

StdDev 

N 

APY-ckecking with interest 

0.4296 

0.3114 

128 

APY— regular savings 

0.8121 

0.5595 

164 

Log HHinOOO 

6.9841 

0.3697 

128 

Log HHI 

6,9749 

0.3550 

164 

Log Assets 

20.1866 

2.0547 

128 

Log Assets 

19.6031 

2.2768 

164 

Capital/Assel 

0.1108 

0.0771 

128 

Capital/Asset 

o.ino 

0.0693 

164 

Sa!ary/Asset 

0.0139 

0.0076 

128 

Salary/Asset 

0.0144 

0,0077 

164 

Loan/Asset 

0.6345 

0.1722 

128 

Loan/Asset 

0.6315 

0.1796 

164 

B AU 

0.4688 

0.5010 

128 

B AU 

0.3963 

0.4906 

164 

Current and Converted CUs 




Current and Converted CUs 




APY-checking with interest 

0.4620 

0.3077 

85 

APY— regular 5£ivi>jg.v 

0.8736 

0.4869 

120 

Log Hin/iooo 

7.0109 

0.3603 

85 

Log HHI 

6.9952 

0.3452 

120 

Log Assets 

19.2407 

1.2296 

85 

Log Assets 

18.7142 

] .6067 

120 

Capital/Assef 

0.1168 

0.0909 

85 

Capilal/Asset 

0.1149 

0.0777 

120 

Loan/Asset 

0,6318 

0.1744 

85 

Loan/Asset 

0.6332 

0.1772 

120 

Salary/Assct 

0.0154 

0.0077 

85 

Salary/Asset 

0.0156 

0.0077 

120 

ConvCU 

0,2000 

0.4024 

85 

ConvCV 

0.1750 

0.3816 

120 

Banks & CUs Excl. Converted 




Banks & CUs Etc!. Converted 




APY-checking with interest 

0,4316 

0.3091 

ill 

APY-regular sen’ings 

0.8420 

0,5754 

143 

Log run/ 1000 

6.9853 

0,3711 

ill 

Log HHI 

6.9731 

0.3563 

143 

Log Assets 

20.3319 

2-1439 

ill 

Log Assets 

19.6636 

2.409 i 

143 

Capiial/Asser 

0 1138 

0.0820 

HI 

Capiial/Asset 

0.1137 

0.0734 

143 

Loan/Assct 

0.6200 

0-1704 

ill 

Loan/Asset 

0.6170 

0.1798 

143 

Salary/Assei 

0.0146 

0.0067 

111 

Sal ary/ Asset 

0.0152 

0.0070 

143 

B NoConv 

0,3874 

0.4894 

11! 

B NoConv 

0.3077 

0.4632 

143 

One Year CD 



Money Market Account 



All Institutions 

Mean 

SidDcv 

N 

Ail Institutions 

Mean 

StdDev 

N 

APy- l year CD 

3,0547 

0,5820 

156 

APY-Money Market 

1,0547 

0,5463 

130 

Log HHl 

6,9811 

0..3554 

1.56 

Log HHI 

6.9943 

0,3643 

130 

Log Assets 

19.7076 

2.2327 

156 

Log Assets 

20.1374 

2.0540 

130 

Capi/dPAssei 

0.1108 

0.0704 

156 

C'apital/Assct 

0.1070 

0,0735 

130 

Loan/Assei 

0.6445 

0.1703 

156 

Loan/Assei 

0.6585 

0.1662 

130 

Siilarv/Assei 

0.0147 

0.0077 

156 

Solaty/Asscf 

0.0146 

0,0077 

130 

B All 

0.4231 

0.4956 

156 

BAU 

0.4692 

0.5010 

130 

Current and Converted CUs 




Current and Converted CUs 




APY-J year CD 

3.1199 

0.5.327 

III 

APY-Money Market 

1,1526 

0.4584 

87 

Log HHI 

7.0065 

0.3457 

111 

Log mu 

7.0351 

0,3515 

87 

Log Assets 

18,7895 

1.5313 

in 

Log Assets 

19.1921 

1.2096 

87 

Capiuil/Assel 

0.1 144 

0.0800 

Ml 

Capital/Assel 

0.1100 

0,0862 

87 

Loan/Assei 

0.6529 

0,1632 

Ml 

Litan/Asset 

0,6747 

0.1518 

87 

Salary/Assct 

0.0(61 

0.0076 

III 

Salan/Assei 

0.016) 

0.0076 

87 

ConvCU 

0.1893 

0.3934 

ill 

ConvCU 

0.2069 

0.4074 

87 

Banks & CUs Excl. Converted 




Banks & CUs Excl. Converted 




Apy-I year CD 

3.0563 

0.5572 

135 

AFY-Monev Market 

1.0627 

0.5538 

112 

Log HHI 

6.9800 

0.3569 

135 

Log HHI 

6.9958 

0.3810 

112 

Log Assets 

19,7879 

2.3649 

135 

Log Assets 

20.2743 

2,!5!8 

112 

C'apitol/Assei 

0,1136 

0-0749 

135 

CapitoLAsset 

0,10X9 

0.0786 

1 !2 

ioan'/lssc! 

0.6311 

0.1703 

135 

Loan/Asset 

0-646X 

0.1670 

i 12 

Sa/ari, Asset 

0.0156 

0.0069 

135 

Salaty/Assei 

0,0154 

0.0068 

112 

n NoCimiv 

0.333' 

0.4732 

13.5 

B NoConv 

0.3X39 

0 4885 

! 12 
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Table la (cent.) - Descriptive Statistics by Sample, Loan Products 


48 montli Used Car Loan 



6D month New Car Loan 



Ait Institutions 

Mean 

StdDcv 

N 

Ail Institutions 

Mean 

StdDev 

N 

APY—used car loan 

6.0654 

1 4861 

153 

APY—new car loan 

5.7842 

i.2524 

158 

Log HU! 

6.9888 

0 .3585 

153 

Log mu 

6.9788 

0.3592 

158 

Log Assets 

19.4647 

2 2597 

153 

Log Assets 

19.4927 

2.2551 

158 

CapUal/Asset 

0.1084 

0.0364 

153 

Capilal/Asset 

0.1137 

0.0708 

158 

Loan/Asset 

0.629.1 

0.1765 

153 

Loan/Asset 

0.6254 

0.1803 

158 

Salary/Asset 

0.0147 

0.0076 

153 

Salary/Asset 

0.0145 

0.0075 

158 

B_A!I 

0.3529 

0.4795 

153 

B All 

0.3734 

0-4852 

158 

Current and Converted CUs 




Current and Converted CUs 




APY—nsed car loan 

5.5526 

1,0916 

i!9 

APY—new car loan 

5.2804 

0.8345 

119 

Log HHl 

7.00]0 

0.3439 

119 

Log HHl 

6.9986 

0.3453 

119 

Log Assets 

18.6970 

1.6246 

119 

Log Assets 

18.6737 

1.6164 

119 

CapUal/Assel 

0.1097 

0.0361 

119 

CapUal/Asset 

0.1172 

0.0786 

119 

Loan/Asset 

0.6250 

0.1858 

119 

Loan/Asset 

0.6265 

0.1840 

119 

Salary/Asset 

0.0157 

0.0076 

119 

Salary/Asset 

0.0157 

0.0076 

119 

ConvCJ 

0.168) 

0.3755 

119 

ConvCU 

0.1681 

0.3755 

119 

Banks & CUs Excl. Converted 




Banks & CUs Excl. Converted 




APY-used car loan 

6-0378 

I.52I6 

133 

APY-new car loan 

5.7780 

1.2919 

138 

Log HHl 

6.9872 

0,3597 

133 

Log HHl 

6-9759 

0,3604 

138 

Log Assets 

19.5002 

2.3975 

133 

Log Assets 

19.5309 

2,3872 

138 

Capilal/Asset 

0,1107 

0,0377 

133 

CapUal/Asset 

0,1166 

0,0749 

138 

LoanJAssel 

0.6133 

0.1754 

133 

Loan/Asset 

0.6094 

0.1794 

138 

Salary/Assei 

0.0155 

0.0067 

133 

Salary/Asset 

0.0)53 

0.0067 

138 

B NoConv 

0,2556 

0.4379 

133 

B NoConv 

0.2826 

0.4519 

138 

Regular Credit Card 







All Institutions 

Mean 

StdDcv 

N 





A Py -classic credit card 

12,3275 

2.1122 

102 





Log HHl 

6.9986 

0.3354 

102 





Log Assets 

19.4337 

1.8820 

102 





Coptial/Asset 

0.1138 

0,0822 

102 





Loan/Asset 

0.6195 

0.16.59 

102 





Salary/Asset 

0.0151 

0.0064 

102 





B All 

0.2647 

044.34 

102 





Current and Converted CUs 








APY classic credit card 

12.1987 

2.0474 

85 





Log HHl 

7.0108 

0.3325 

85 





Log Assets 

18.8853 

1.3509 

85 





Capital/Asset 

0.1162 

0.0885 

85 





Loan/Asset 

0.6184 

0.1593 

85 





Salary/Asset 

0,0162 

0.0061 

85 





ConvCV 

0.1176 

0.324! 

85 





Banks «& CUs ExcJ. Converted 








APY-classic credit card 

12,2009 

2.1554 

92 





Log HHl 

6.9807 

0.32.54 

92 





Log Assets 

19.4998 

1.9490 

92 





Capilal/Assei 

0.1! 62 
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Table lb - Average Interest Rates by Product and Institution Type 


Always Credit 

Converted 

Always 


Unions 

Credit Unions 

Banks 

Savings Products 

Regular Savings 
Accounts 

0.93 

0.61 

0.64 

Money Market 

Accounts 

1.19 

1.01 

0.86 

Checking With Interest 

0.47 

0.42 

0.37 

One Year CD 

3.17 

3.14 

2.89 

Loan Products 

Unsecured Loans 

11.02 

12.14 

12.87 

Regular Credit Cards 

12.03 

13.49 

12.97 

Gold Credit Cards 

10.38 

11.16 

11.38 

Used Auto Loans 

5.41 

6.25 

7.86 

New Auto Loans 

5.17 

5.83 

7.21 

Home Equity Loans 

5.97 

6.07 

6.15 
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Testimony on the Credit Union Charter Choice Act, H.R. 3206 
before the 

Subcommittee on Financial Institutions and Consumer Credit 

of the 

House Financial Services Committee 
May 11,2006 

Scott M. PolakolT, Deputy Director 
Office of Thrift Supervision 


I. Introduction 

Good morning, Mr. Chairman, Ranking Member Sanders, and members of 
the Subcommittee. Thank you for the opportunity to testify on the Credit Union 
Charter Choice Act, H.R. 3206, sponsored by Representatives McHeiuy and 
Gillmor, among others, and the role of the Office of Thrift Supervision (OTS) 
when a credit union or other entity seeks a savings association charter. 

Charter choice is a fundamental precept at OTS. Since the agency was 
established in 1989, many institutions have both left and entered the thrift charter. 
These so-called “charter flips” are a normal course of business at OTS and 
throughout the banking industry. In our view, it is the role of the regulator to 
minimize regulatory obstacles, reduce burden and facilitate legitimate business 
decisions regarding charter choice made by the institutions we regulate. 

While I cannot represent the views of the other federal banking agencies 
(FBAs) regarding the issue of charter choice, 1 can tell you that all of the FBAs 
handle the charter flip conversion process similarly. That is, each requires an 
application to obtain a charter within their jurisdiction, but not to leave their 
jurisdiction and oversight. While an agency may pass on supervisory and 
regulatory information to a new regulator, there is generally not a requirement that 
an institution obtain permission from one of the FBAs to leave its jurisdiction, 
except where an institution has pending enforcement or similar issues or is in 
potentially troubled condition. 

In my testimony today, I have been asked to describe for you the charter 
conversion process at OTS, as well as the mutual-to-stock and mutual holding 
company (MHC) conversion processes in place at OTS. I will also address issues 
relating to membership rights of mutual account holders, or members, of a mutual 
savings association, and benefits to management insiders when a mutual savings 
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association converts to a stock institution or into a MHC structure. Finally, I will 
conclude with some general observations about H.R. 3206 in light of the 
discussion of the various OTS conversion processes and comparing these to the 
requirements of the proposed legislation. But first, I will highlight our general 
understanding of the provisions of the bill. 

II. Summary of H.R. 3206, the “Credit Union Charter Choice Act” 

The Credit Union Charter Choice Act is designed to clarify the 
communications between credit unions and their members. Specifically, the 
legislation requires that notifications to members of a credit union regarding a 
proposed conversion should include the following: 

■ the date that the membership vote will be taken and the date by which 
ballots must be received by the inspector of elections; 

“ a brief statement of why the directors of the converting credit union are 
considering the conversion and the board’s recommendation to the 
members; and 

■ a brief statement of the material effects of the conversion on the credit 
union, as converted, and the members, including any differences in 
powers between a credit union and a savings association. 

The bill also clarifies that a credit union may not be required to include in a 
conversion notice any information or statements that: 

■ are speculative with respect to the future operations, governance, or 
form of organization of the institution; 

■ are inaccurate with respect to a proposed conversion; 

■ conflict with regulations of other regulators with regard to the 
subsequent conversion of the institution from mutual to stock form; 

■ distort the impact of conversion on the members of the credit union; or 

• are attributable to the National Credit Union Administration (NCUA) or 
state the NCUA’s position on conversions. 

Generally, the bill streamlines the review and approval process conducted 
by the NCUA regarding conversion materials submitted by converting credit 
unions to the NCUA. In addition, the legislation requires a credit union’s member 
vote on a conversion to be conducted by secret ballot, with an independent 
inspector of elections appointed by the credit union to receive and tally the votes. 
The bill effectively denies the NCUA any further review or approval authority over 
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the conversion process, absent fraud or reckless disregard for fairness during the 
voting process that affects the vote outcome. 

III. OTS and the Thrift Industry: A Legacy of Charter Choice 

OTS oversees an industry and charter that is primarily engaged in retail 
banking; or, more precisely, retail community banking. The savings association 
charter is a vital and growing choice in the financial services world, and an 
important resource for economic growth in this country. The industry is rapidly 
growing, with total assets up 12.0 percent in 2005 from the prior year to a record 
$1 .46 trillion. In the past five years, industry assets grew 57.7 percent, 
representing a robust average annual growth rate of 9.5 percent. 

Earnings were also strong last year, and have been strong for the last five 
years. For 2005, earnings were up 17.6 percent from 2004, and the industry 
earnings more than doubled the last five years, climbing from $8.0 billion in 2000 
to a record $16.4 billion in 2005. 

Throughout the history of the OTS, there have been many institutions that 
have left the thrift charter, and many that have opted for the thrift charter as the 
choice for conducting their ongoing business operations. From 2000 to 2005, there 
were 90 institutions that converted from the thrift charter to another type of 
depository institution charter, and 5 1 institutions that converted to the thrift charter 
from another type of depository institution charter. Of the 5 1 institutions opting 
for the thrift charter, 9 were credit unions and the rest were banks. Clearly, charter 
choice is a fundamental aspect of the U.S. banking system. 

As the retail community banking sector grows, the savings association 
charter is well positioned to provide a structural and regulatory alternative both for 
established financial services businesses and for new entrants that are working to 
grow market share in this area. The savings association charter is remarkably 
flexible in adapting to the many products and structures present in today’s 
financial services marketplace. It is deployed in neighborhoods all across 
America, and is also used by leading nationwide lenders, by investment banks 
offering a full array of financial services, and by global conglomerates involved in 
a wide array of diverse businesses. These organizations have all come to the 
savings association charter at different times and for reasons as diverse as their 
underlying businesses and the markets they serve. 

At the same time, there are numerous institutions that seek to conduct their 
business operations in a different charter form, and OTS supports the ability of any 
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institution to gravitate to the charter that best serves its business needs and 
interests. 

As long as applicants meet all of the necessary regulatory requirements to 
create or convert to a savings association, or to opt for another charter type, we 
strongly support such a choice, and support any legislation that promotes such 
freedom of choice. 

IV. The OTS Charter Conversion Process 

Conversions of banks or credit unions to become OTS chartered institutions 
are generally subject to the same standards for approval as applications for 
permission to organize a new, or de novo, savings institution. 

In summary, OTS regulations authorize credit unions to convert directly to 
federal mutual savings associations. The institution must have its deposits insured 
by the FDIC upon completion of the charter conversion and comply with all 
applicable federal or state laws and OTS policies, and obtain all required 
regulatory and member approvals. 

In addition, the Home Owners Loan Act (HOLA) and OTS regulations set 
forth standards that OTS must consider when granting a federal charter. Because a 
credit union conversion requires a new federal charter, OTS must consider these 
standards. The HOLA states that OTS may grant a charter only if all of the 
following criteria are satisfied: 

■ the organizers are persons of good character and responsibility; 

■ a necessity exists for the savings association in the community to be 
served; 

■ there is a reasonable probability of the savings association’s usefulness 
and success; and 

■ the savings association can be established without undue injury to other 
local thrift and home-financing institutions. 

In addition, OTS regulations provide that OTS must consider whether the 
savings association will perform a role of providing credit for housing consistent 
with the safe and sound operation of a federal savings association. 

Furthermore, OTS Community Reinvestment Act regulations provide that 
an applicant for a federal thrift charter must submit with its application a 
description of how it will meet its CRA objectives. OTS must take the CRA 
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description into account when considering the application, and may deny or 
condition the application on CRA grounds. 

Applications by credit unions to convert to federal savings associations are 
also subject to publication and public comment requirements. In addition, OTS is 
required to verify, under statutes and regulations applicable to credit unions, the 
member vote concerning conversions of credit unions to federal mutual savings 
associations. 

Membership Rights 

An issue often raised in conversions of credit unions to federal mutual 
savings associations is the rights of credit union members relative to those of 
federal mutual associations. Certain parties have advanced various reasons why 
they believe credit union members’ rights are compromised when a credit union 
converts to a federal mutual savings bank. 

Much has been made of the fact that credit union voting is conducted on a 
one vote per member basis, while the federal mutual charter provides for one vote 
per SI 00 on deposit, with the association being able to set, in its charter, the 
maximum number of votes per member at any number from one to one thousand. 
In our view, this type of voting provision, while different, is at least as equitable as 
the one member-one vote rule, since it provides greater voting rights, up to a limit, 
to members that have made a greater contribution to the institution. We believe it 
is appropriate for an institution to have the flexibility to provide for voting rights 
based on the extent of the depositors’ relationship with the institution. 

It is important to note that even though some depositors may have a greater 
number of votes than others, even in a relatively small institution no accountholder 
with the maximum number of votes could have any appreciable amount of control 
of an institution. The smallest credit union to convert to a federal mutual 
association had assets of approximately $8 million. Even assuming deposits with 
voting rights totaling $7 million, and a depositor with $100,000 on deposit having 
1000 votes, the maximum percentage of votes of a depositor/member would be 
less than 2 percent of the voting rights of the institution. Only three of the credit 
unions that converted to a federal charter had assets of less than $20 million. OTS 
has not reviewed a credit union conversion in which a depositor could have any 
control of the vote. 


Another issue that has been raised is the fact that members of federal 
mutual associations may, in most matters (excluding mutual-to-stock conversions 
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and mutual holding company reorganizations), vote by proxy, while credit union 
members vote by mail ballot. We do not find this to be a meaningful distinction. 
Members of mutual associations, through proxies, may specify exactly the way 
they wish to vote. The fact that depositors also have the flexibility to grant 
management discretionary authority with respect to their vote does not make the 
voting process less meaningful. While federal mutual associations are able to use 
running proxies, members may revoke those proxies or use new proxies. The 
membership voting interest of mutual savings associations is no less meaningful 
simply because members may use proxies. 

The economic nature of membership interests in mutual associations and 
credit unions is quite similar. The moment a person becomes a depositor/member 
of either type of entity, the person has the same rights as other members to 
participate in dividends, or any liquidation of the entity. The moment the person 
ceases to be a member, they have no continuing interest in the institution. 
Membership interests in either entity cannot be transferred. Members of either 
entity cannot compel management to declare dividends. In addition, although 
liquidations of either type of entity are extremely rare, it is worthwhile to note that 
liquidation rights in both entities are similar, with depositors sharing in any equity 
remaining after a voluntary liquidation in proportion to the amount of their 
deposits. This is a practice consistent with providing greater voting rights to 
members with a greater deposit investment in an institution. 

V. The OTS Process for Mutual-to-Stock and MHC Conversions 

The HOLA permits mutual savings associations to convert to the stock form 
of organization. The statute also permits savings associations to reorganize into 
MHC form, and to conduct a minority stock issuance of less than 50 percent of the 
institution’s stock. Such transactions are subject to significant regulatory and 
disclosure requirements. 

Since the conversion program began in 1972, mutual-to-stock conversions 
and minority stock issuances have raised over $35 billion in new capital for the 
industiy'. These transactions have enabled savings associations to raise additional 
capital in a short period of time, rather than raise additional capital slowly, through 
earnings. In addition, the conversion process enables converted thrift institutions 
to attract top management by the use of stock benefit plans that formerly were only 
available to commercial banks and other stock chartered entities. 
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Today’s regulatory system is a result of decades of experience and is 
designed to produce a fair result to all parties — depositors, the community at large, 
new stockholders, and others. 

It is important to point out that the mutual to stock conversion process is 
designed to protect the interests of the institution’s mutual accountholders. 
Conversions and MHC reorganizations must be approved by an association’s 
accountholders, by a majority of the institution’s eligible votes. The 
accountholders are provided detailed, comprehensive disclosures regarding the 
transaction. Significantly, accountholders are provided priority subscription rights 
in the conversion stock offering. Furthermore, the converting association 
establishes a liquidation account in the conversion, which reflects the value of the 
institution immediately prior to the conversion. 

Every conversion begins with an independent appraisal of the mutual 
institution. That appraisal determines a fair value for the institution as a converted 
entity. The appraiser presents the results of its analysis to the board of directors of 
the institution, who vote on the valuation and submit it as part of their application 
to convert. 

Individual members (or depositors) of a mutual thrift institution that 
determines to convert, are given first priority rights, as noted above, to subscribe 
for stock based on having a deposit account at the institution at least one year prior 
to the board of directors vote on a plan of conversion. After the subscription 
orders of the members are satisfied, a tax-qualified employee stock benefit plan is 
permitted to purchase shares on behalf of the employees of the institution. The 
next priority is for depositors who had deposits at the institution fifteen months 
later than the first priority depositors. Next, any other depositors/members of the 
mutual thrift who had not been included in earlier categories are given the 
opportunity to subscribe for shares, i.e., after the subscriptions of earlier 
subscribers have been satisfied and shares remain. Finally, a community offering 
may be conducted at the same time as the subscription offering, or later, with any 
remaining shares sold to natural persons residing in the local community. 

It is important to note that management may participate in an offering if 
they are also depositors, or later as members of the community, and that 
management purchases are limited by OTS regulations. In addition, management 
may also participate in stock benefit plans, but only if the stockholders of the 
newly converted entity passed such plans at least six months following a 
conversion. OTS regulations strictly limit the amount of shares permitted for 
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employee stock benefit plans, to assure that the reason for the conversion is not 
simply to provide shareholder benefits to management. 

A critical aspect of the conversion process is preparation of a business plan 
that shows how the institution intends to deploy the proceeds from the offering 
during the three years after the conversion. 

OTS considers its conversion program to be a tremendous success. While 
we are strong supporters of mutuality, a mutual-to-stock conversion is the right 
business strategy for some institutions. For those that choose to convert, OTS’ 
conversion program has been a win-win proposition for all parties. 

Mutual institutions that have undertaken the conversion process have been 
able to raise substantial sums of new capital to grow their businesses. In addition, 
as part of that process they have been able to compete with other stock institutions 
by offering management stock benefits to attract top quality managers. By 
encouraging the use of tax-qualified employee stock ownership plans, OTS has 
seen the employees who work at the institution be able to participate in the stock 
offering and become owners of their company. Communities have benefited from 
conversion transactions, because converted institutions have grown, opening new 
offices and providing additional services in their communities. Finally, the 
regulatory system has benefited from the strengthened balance sheets of the 
institutions we regulate. 

Limitations on Manaeement Benefits 

As noted above, management benefits are limited in a mutual-to-stock 
conversion or minority stock offering. Most importantly, before a conversion or 
MHC stock offering occurs, the members of the institution must approve the 
transaction. Full disclosure is provided regarding all aspects of the transaction, 
including management benefits. If the membership objects to management 
benefits, they may vote against the transaction. 

Most managers are also depositors of the institution, and when they 
purchase stock in the institution, they purchase subject to the same terms that are 
applicable to other members. All purchases, including those by management, are 
subject to maximum limits so that no party acquires control in the conversion. In 
addition, purchases by all managers are subject to an aggregate limit. In rare cases 
where a manager is not a depositor, the manager’s purchase rights are subordinated 
to those of the members. 
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Converting savings associations also establish employee stock ownership 
plans in mutual-to-stock conversions. These are tax qualified employee benefit 
plans, and are subject to requirements regarding distribution of stock under the 
plans. Congress has encouraged the use of these plans, and we believe they are no 
less appropriate for newly converted stock associations than they are for any other 
type of entity. As I noted earlier, these transactions are subject to member votes, 
so that if members object to the transaction, they may vote it down. 

The institution may also establish management recognition and stock 
benefit plans after the conversion. OTS regulations provide that these may not be 
established until at least six months after the conversion. These plans are subject 
to a separate shareholder vote. 

OTS believes that it would be inappropriate to prohibit institutions from 
establishing these plans after a conversion or minority stock offering. These 
institutions compete on the same basis as other stock entities, and these benefit 
plans enable management to retain and attract qualified management in the same 
manner as other stock entities. 

VI. Observations on H.R. 3206 in Light of the OTS Experience 

OTS supports all efforts to ensure effective communications between an 
institution considering a charter conversion and its members. A charter conversion 
is an important business decision for any institution, and membership input is 
critical both to inform management regarding member support for a proposed 
conversion as well as to ensure members will continue to support the institution 
after a conversion. In our view, H.R. 3206 sets forth a clear set of guidelines that 
clarify appropriate standards of conduct in communications between an institution 
and its members. Fundamentally, sound communications assist in the formulation 
of sound decisions regarding the members rights to exercise their freedom of 
charter choice. 

H.R. 3206 is consistent with existing OTS information requirements and 
standards of conduct for member communications in connection with mutual-to- 
stock and MHC conversions. Generally, OTS rules incorporate by reference the 
disclosure requirements of the federal securities laws. The rules require a 
meaningful disclosure of all relevant information in connection with a conversion, 
including the disclosure of potential risk factors and future business plans of an 
institution. The rules also make clear that disclosures must be clear, accurate, 
balanced, and not so forward-looking as to be speculative in nature. Again, the 
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bottom line is that all disclosures must be meaningful. We believe this is a good 
standard to follow. 

For example, requiring detailed disclosures on potential future business 
plans that may or may not happen serves no meaningful purpose. While it is 
certainly appropriate to highlight the possibility of future transactions, requiring 
detailed information on the downsides of such a future transaction and barring 
discussion of the upside is, in our view, not meaningful and may be best 
characterized as misleading to the members of an institution. Such disclosures are 
barred by OTS rules. 

Freedom of charter choice only has meaning if members are able to exercise 
an informed choice, which requires sound and reliable information to be provided 
to members in the context of a proposed charter conversion. It is critical to find 
the right balance to ensure that disclosures are both meaningful and useful to 
institution members. 

VII. Conclusion 

OTS believes in the fundamental precept of charter choice and supports the 
efforts of financial services providers to be organized under the charter that best 
supports their business plan and operating strategy. It is important for all 
regulators to uphold the basic rights of freedom of choice. Regulatory barriers that 
do not protect consumers and/or institutions, but rather that serve as regulatory 
obstacles should be eliminated. The integrity of our financial services system 
requires this. 

1 want to thank you, Mr. Chairman, Representatives McHenry and Gillmor, 
and others who have shown leadership on this issue. We look forward to working 
with the Subcommittee as you continue to work through this important issue. 
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IntroductioB 

The National Association of Federal Credit Unions (NAFCU) appreciates the opportunity 
to participate in this discussion regarding credit union conversions and Die Credit Union Charter 
Choice Act, H.R. 3206. We would like to thank Chairman Bachus, Ranking Member Sanders, 
Representative McHenry and Members of the Subcommittee for having us here today, NAFCU 
is the only national organization exclusively representing the interests of the nation’s federally 
chartered credit unions, NAFCU is comprised of over 800 federal credit unions — member 
owned financial institutions across the nation — representing over 27 million individual credit 
union members. NAFCU-member credit unions collectively account for approximately two- 
thirds of the assets of all federal credit unions in the United States. 

I am Marc Schaefer and I cuaently serve as the President and CEO of Truliant Federal 
Credit Union headquartered in Winston-Salem, North Carolina, a position 1 have held for the last 
1 1 years. Truliant FCU is a multi-occupational credit union serving over 1 70,000 members- 
owners and representing more than $1 billion in member assets. More importantly, Truliant 
provides affordable and attainable products and services to our member-owners; with over 16% 
of our members joining through employment in the furniture and textile industries and over 45% 
through manufacturing jobs. I have been involved in the credit union movement for more than 
24 years, and have previously served for nine years on NAFCU’s Board of Directors. 
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Recognizing that the issue of conversions is a growing one for the credit union 
community, the NAFCU Board of Directors created the NAFCU Conversions Task Force in 
2005 to examine the issue of credit unions converting to mutual savings banks. The NAFCU 
Task Force made certain policy recommendations to the NAFCU Board, which evaluated and 
incorporated those ideas into a “while paper” on credit union conversions that was issued on 
September 19, 2005 in conjunction with NAFCU’s Congressional Caucus. The white paper 
outlined NAFCU’s principles and policy recommendations regarding credit union conversions. 


NAFCU Recommendations Regarding Credit Union Conversions 

NAFCU believes that credit unions should have the ability to convert their charters 
should it be in the best interest of the members. NAFCU also believes the only way to ensure 
that the conversion process is fair is to make sure the process is transparent so members are 
adequately informed of the potential benefits and potential detriments that a conversion may 
have on the interests of the membership. NAFCU also supports the ability of NCUA to use all of 
its powers, as granted by Congress, to effectively regulate federal credit unions, including 
ensuring that conversions take place in a fair manner and that adequate consumer protections are 
in place. Specifically, NAFCU proposes the following policy to protect credit union 
membership: 
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1) Transparency is paramount. As such: 

a) A credit union should be required to hold a meeting of its membership, prior to the 
mailing of the ballots, to announce a credit union’s intent to convert. 

b) Resources should be allocated, or an opportunity should be provided, for members 
opposed to the conversion to express their concerns. 

c) Clear, plain language disclosures should be used to inform credit union members of 
the vote to convert. 

2) Directors and/or senior management of a converted credit union should not be able to 
benefit financially from the transaction until at least 10 years after the initial conversion 
has taken place. Furthermore, there should be full disclosure of the potential maximum 
benefit a director or senior management could receive if the converting credit union were 
to convert to a stock bank after the 10 year period. This would include an approximate 
amount in dollars that the director could potentially receive based on the size of the 
institution. 

3) A minimum of 20% of a credit union’s members eligible to vote should cast a ballot in 
the vote taken to convert and a majority of those credit union members must vote in favor 
of the conversion. This minimum requirement will serves as a “quorum” of the 
membership for the conversion vote (much the way that Members of Congress cannot 
decide an issue without quorum). Prior to 1998, federal law required a minimum of 20% 
participation in order for a conversion to go forward. 
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My testimony today will focus on the history, background and the current debate on the 
conversion issue. 

Legal Authority for Conversions Pre-CXJMAA 

Until 1998, the laws regarding insured credit unions converting to mutual savings banks 
went virtually unchanged. The Federal Credit Union Act (FCUA) stated that, prior to such a 
conversion, credit unions must obtain written approval from the NCUA. (12 U.S.C. § 1785 
(1994)), NCUA implemented changes in its regulations in 1995 by adding language that set 
forth specific requirements for converting credit unions. (70 Fed. Reg. 4005 (1995)). The 
additional regulations required credit unions to give advance notice to members containing 
specific information and required the conversion to be approved by an affirmative vote of a 
majority of the entire credit union membership. 

Legal Authority Under CUMAA 

In 1998, the Credit Union Membership Access Act (CUMAA) was signed into law. 
CUMAA significantly changed the law regarding credit union conversions to Mutual Savings 
Banks (MSBs) in three ways: 

It restricted NCUA’s authority to regulate credit union conversions by providing that the 
conversions may take place without NCUA’s prior approval. 

It eased the burden of converting credit unions by only requiring a majority of those 
voting to approve the conversion, in lieu of the previous super-majority requirement. 
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It required NCUA to draft final charter conversion rules that were consistent with those 
promulgated by other financial regulators. 

Although credit unions were not required to obtain NCUA approval, CUMAA still required 
credit unions to provide NCUA a notice of intent to convert and obtain verification from NCUA 
that the methods or procedures concerning the membership vote were administered correctly, 

Post-Credit Union Membership Access Act 

In February 2004, NCUA approved final rules updating the conversion rules for the first 
time since the passage of CUMAA. NCUA was concerned that oftentimes members of credit 
unions pursuing a conversion to a MSB were not fully aware of what they were being asked to 
approve, especially with respect to the ramifications of the conversion on members’ ownership 
interest, voting rights, and the potential for management and directors to benefit financially. 
Under current Federal Credit Union Bylaws, attendance of 15 members at a special meeting 
constitutes a quorum. Thus, if only 15 members of the credit union voted on the proposal to 
convert, a conversion could proceed with the approval of only 8 members, irrespective of the 
size of the credit union. 


Types of Credit Union Conversions 

Conversion to a Mutual Savings Bank 

As noted above, under the FCUA, a federally insured credit union may convert to a 
mutual savings bank or savings association in mutual form without prior approval of NCUA, 
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subject to the Act and regulations promulgated there under. (12 U.S.C, § 1785(b)(2)) {See 12 
C.F.R. Part 708a) The Act requires that: a credit union conversion be approved by the credit 
union board and set for a vote of approval by the membership; notice of the conversion vote be 
sent to the members 90 days, 60 days and 30 days before the vote; and no director or senior 
management official receive a benefit in connection with a conversion other than fees or benefits 
paid in the ordinary course of business. In contrast, a federal credit union (FCU) is prohibited 
without prior approval of the NCUA Board from merging or consolidating with any non-insured 
credit union or institution, assuming liability to pay any member accounts of any non-insured 
institution, transferring assets to any non-insured credit union or institution or converting into a 
non-insured credit union or institution, (12 U.S.C. §1 785(b)(1)). 

Conversion from a Mutual Savings Bank to a Credit Union 

A federally chartered MSB is a for-profit banking institution that is owned by its 
members and supervised by the Office of Thrift Supervision (OTS). The ability of a federally 
chartered MSB to convert to a credit union is not delineated in federal law. Under 12 U.S.C. § 
1464 a federal savings association, including a mutual savings bank, may convert to a federal 
stock bank, state savings association, and state bank if in accordance with federal law, state law 
or regulation. (See 12 C.F.R. §§ 544 and 552). A MSB or a stock bank may consolidate or 
merge with a credit union. (12 C.F.R. §§ 456.2 and 552.13). 

In 1995, Eastman Savings and Loan (ESL), a saving and loan organized under the law of 
New York, converted to a federal savings and loan pursuant to the laws of New York and 
subsequently became a FCU. Under New York requirements, the conversion was approved if 
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two-thirds of all eligible depositors voted in favor, or if three-quarters of those votes cast by 
members in person or by proxy at the special meeting were in favor, of the conversion. ESL also 
had a separate requirement in its bylaws that a majority of depositors voting had to approve the 
conversion. The conversion would be successful only if both methods resulted in voter approval. 
Both methods were successful and, in practical terms, ESL chartered a credit union under federal 
law and merged with the credit union after the conversion was approved. (See Appendix B: 
Institutions Converting to a Federal Credit Union). Other state laws permit the conversion of 
savings associations to federal charters as well. ' Also, in 1997, EMSBLA Credit Union in 
Wisconsin converted from a savings and loan to a state-chartered credit union. 

The Current Situation with Conversions 

In recent years, credit union conversions to mutual savings banks and subsequent 
conversions to stock banks or mutual holding companies have increased significantly. In fact, 
since August, 1998, when the law governing credit union conversions changed as part of the 
Credit Union Membership Access Act, 23 credit unions have converted to mutual savings banks. 
The trend of credit unions seeking to convert has continued, most recently with DFCU, a $1.8 
billion dollar credit union in Dearborn, Michigan, that sought to convert earlier this year until a 
campaign by members to save the credit union led to a reversal of that decision. Prior to the 
change in law in 1998, only six credit unions had converted to mutual savings banks. In all, 19 
credit unions subsequently have converted to stock banks or mutual holding companies. (See 
Appendix A: Credit Unions Converting to MSBs.) 


' For instance, the state of Texas peimits the conversion of a savings and loan into another institution upon the 
majority of those eligible to vote approving the conversion. See § 69. 1 1 of the Texas Administrative Code. 
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Policy Concerns Regarding Conversions 

The Task Force examined all sides of the policy debate on conversions. Credit unions list 
a number of reasons as to why it may be in the best interest of a credit union to convert to a 
mutual savings bank. Field of membership issues, limitations on member business loans and the 
need to raise capital are three of the more commonly cited reasons. There is also anecdotal 
evidence that certain law and accounting firms market a conversion to credit union boards, CEOs 
and senior staff by highlighting financial gain that the directors, CEOs and senior staff could 
receive. This is an issue that Congress should study further. 

There is concern among industry groups that oftentimes the reasons stated for converting 
are not valid reasons and that credit union members frequently are economically harmed by the 
conversion, NCUA has implemented strong disclosure requirements for conversions and has 
suggested two bylaws amendments that credit unions may implement should they choose to 
strengthen their own rules regarding conversions. 

Equity and Voting Rights 

Credit unions are owned by their members equally. Each member has one vote in matters 
relative to the credit union, irrespective of the size of his/her deposit in the share account. (12 
U.S.C. § 1 760). Alternatively, a MSB is also cooperatively organized but may adopt a one-vote- 
per-member provision (12 C.F.R. § 544.2(b)(4)) or choose to permit voting relative to an 
individual’s deposit in the institution (12 C.F.R. § 544.1(6)). When a credit union converts to an 
MSB, the question of who owns the equity of the credit union emerges. One possible solution is 
to return the equity to the members. Opponents to this view argue that the members have a right 


8 



120 


only to the equity of the credit union upon liquidation. Further, an MSB is organized so that its 
members also have an ownership interest in the equity of the thrift; thus, a member’s interest 
may be protected in the new institution. An MSB may be owned by its members, but is a for- 
profit institution and is not required to return profit to its members. 

Raising Capital 

Directors of some converting credit unions indicate they are converting because they are 
unable to raise capital quickly enough to operate their credit unions in a competitive financial 
marketplace. Often, this inability to raise capital limits the ability to grow. Credit unions 
seeking to convert often encourage their members to support the conversion as a means to 
overcome the restraint on capital. In looking at the 29 credit unions that have converted or are 
attempting to convert, only three were/are not considered “well-capitalized” under NCUA’s 
prompt corrective action regulations. (12 C.F.R § 702.102) (see Appendix C: Voting Record of 
Credit Union Conversions). Prior to the year of conversion or pending conversion, most of the 
credit unions had or have net worth ratios above 7 percent, an increasing net worth and had or 
have net worth growth during the previous three years that outpaced asset growth over the same 
period. Further, of the 29 completed or pending credit union to savings bank conversions, 18 
have engaged in the sale of stock; thus, any capital that was raised in the conversion from a 
credit union is not necessarily benefiting the membership. 

Member Business Lending 

Directors of some converting credit unions also indicate that they are converting because 
of the restrictive member business lending regulations. Credit unions seeking to convert 
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encourage their members to support the conversion as a means to overcome this restriction. Of 
the 29 credit unions that have converted or are attempting to convert, however, 19 (over 65 
percent) had only negligible member business lending and only 4 exceeded the aggregate 
member business lending limit at the time of conversion. (12 C.F.R. § 723.16) 

Insider Compensation 

One argument that has been raised against conversions is that insiders may receive 
exorbitant financial benefit if an institution converts to a stock bank. The FCUA prevents 
directors from receiving a benefit from the conversion to a MSB, but no such prohibition is in 
place for subsequent conversions to stock institutions. 

A. Comparison of Bank and Credit Union Compensation 

In the case of an MSB, the board has the ability to set the compensation of the directors. 
(12 C.F.R. § 544.5(b)(12)(ii)). In contrast, credit unions are run by a mostly volunteer board. 
Stock institutions may offer stock options as compensation to their compensated directors and 
officers. 

In general, the compensation between credit union executives and bank executives is 
fairly comparable when compared by base salary at a given asset level. Best estimates put bank 
executives at an average 5% higher than credit union executives. Ffowever, the major difference 
in compensation comes in the area of variable pay (incentives and bonuses). 
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In the largest credit unions with total assets greater than $1 billion, variable pay averages 
S60-$70,000, or close to 1/4 of base salary. In large banks, variable pay can double an 
executive's base salary (average more than $300,000 in variable pay). While most pronounced in 
the largest banks and credit unions, this trend continues among all credit unions with bank 
executives’ total compensation about 30% higher than comparable credit union executive total 
compensation. 

B. Management and Employee Compensation After the Conversion of a Mutual Savings 

Bank to Stock Form 

OTS outlines specific rules regarding a conversion of a mutual savings bank to a stock 
form, and included in those rules are provisions as to who can receive what percentage of the 
initial stock offering and subsequent stock offerings. 

Under OTS rules, institutions must first offer conversion shares to all eligible account 
holders, as of a specified date, (12 C.F.R, § 563b.320). Thus, the members of the mutual savings 
association have first priority to purchase stock. The stock is then offered in the following 
priorities: employee stock ownership plan (ESOP); depositors as of a supplemental eligibility 
record date; other voting members who have subscription rights; community offering and/or the 
general public. There are also specific limitations as to how much stock may go to the remaining 
priorities. There is a concern that those credit union members of modest means are particularly 
vulnerable to losing their rights in a conversion, as they likely have fewer resources available to 
purchase stock and remain owners in the new institution. 


11 



123 


The ESOP may purchase stock at the time of conversion up to 10% of the stock sold in 
the offering. In a typical transaction, this number is 8%, due to aggregate limitations set on the 
total amount of stock that management may eventually purchase. A stock option plan (SOP) and 
a restricted stock option plan (RRP) may be established no earlier than six months after the initial 
offering. (12 C.F.R. 563b). A SOP gives the recipient the right to acquire the stock at a specific 
price over a period of time. A RRP is a type of deferred compensation plan in which shares are 
taxable compensation to the recipient upon vesting. There are also restrictions regarding these 
plans that are effective until one year after the initial offering. A SOP may consist of up to 10% 
of the shares sold in the stock offering. A RRP may consist of up to 4% of the number of shares 
sold in the stock offering, if the institution after converting has 10 percent tangible capital; it may 
consist of up to 3% of shares otherwise. Also, the total shares of stock included in the ESOP and 
the RRP plans that may go to management may not exceed 1 2%, again if the institution has 10 % 
tangible capital. Thus, including the SOP, approximately 20% of stock that is offered when a 
mutual savings bank converts may eventually be acquired by employees, directors, and other 
management. 

Bylaws 

In addition to disclosures, which will be discussed below, some credit unions have sought 
to amend their bylaws to prevent the credit union from converting to a mutual savings bank 
charter. One suggestion is to increase voting requirements. However, on its face, any 
amendment to increase voting requirements is in contradiction to the FCUA and NCUA rules. 
(12 U.S.C. 1785(b)(2)(B); 12 C.F.R. § 708a.3(b)). Another suggestion is to prohibit the board of 
directors from considering a conversion to a non-credit union without the request of membership. 
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This proposal would allow the board lo vote for or against a conversion. A final suggestion is to 
only nominate candidates who agree to sign a statement agreeing not to propose a conversion to 
a non-credit union. This provision may tie a director’s hands if the credit union needed to 
convert to improve the safety and soundness of the institution. 

Disclosures 

In 2004, NCUA amended its rules to provide for disclosures that a converting credit 
union must give to its members and to include specific voting requirements. In the approximately 
five years since NCUA first amended 12 C.F.R. Part 708a to comply with CUMAA, NCUA has 
become concerned that credit union members may not fully appreciate the effect a conversion to 
a mutual savings bank may have on their ownership interests. (69 Fed. Reg. 46111 (2004)). As 
noted above, CUMAA changed the role that NCUA could play in the conversion process, 
NCUA's rules provide for stringent disclosures of the conversion process to members, 

NCUA believes its regulations enhance a member’s ability to make informed decisions 
about the conversion without increasing the regulatory burden for converting credit unions and 
also help converting credit unions to more fully understand what NCUA expects of them. The 
rules require that a majority of the members voting on the conversion proposal must approve, 
(12 C.F.R. § 708a.3). The regulations also require that a converting credit union provide a notice 
to members that “adequately describes the purpose and subject matter of the vote to be taken.” 
(12 C.F.R. §708a.4(c)). The rule (12 C.F.R. 708a,4(d)(l)(ii)) clarifies that an “adequate 
description of the purpose and subject matter" includes the following three disclosures in the 
credit union’s notice of intent to convert given to its members: 
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1) The conversion could lead to members losing their ownership interest if the 
mutual savings bank subsequently converts to a stock institution and the members 
do not become stock holders; 

2) How the conversion will affect members’ voting rights, and; 

3) Any conversion-related economic benefits that a director or senior management 
official may receive with a subsequent conversion to a stock institution — 
including a comparison of the opportunities to acquire stock that are available to 
officials and employees with the opportunities available to the general 
membership. 

In addition, the final rule requires the converting credit union to include an “affirmative 
statement with the notice to its members. The affirmative statement must include whether the 
credit union intends to: 

1) Convert to a stock institution; 

2) Provide any compensation, or increase compensation, (including any stock related 
benefits) to directors or senior management officials; and 

3) Base member voting rights on account balances. 

These disclosures must also be offset from the other disclosures in the text. NCUA refers 
to this as the “prominent and conspicuous” requirement; in the sample regulations, the 
disclosures are in a box. The disclosures must be provided to the Regional Director within the 
90-day time period preceding the membership vote on conversion. In addition, the credit union 
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has an option to have the Regional Director make a preliminary determination regarding the 
methods and procedures applicable to the membership vote prior to the 90-day time period. 
Also, NCUA has the ability to disapprove the vote because the vote was not in accordance with 
the procedures set out in 12 C.F.R. §§ 708a.5 and 708a.7. 

Agency Role and Regulatory Conflict 

Some critics argue that the NCUA’s disclosure requirements regarding subsequent 
conversion to stock are in direct conflict with OTS conversion rules regarding the conversion 
from mutual to stock form. The FCUA requires that NCUA’s rules be consistent with, and no 
more restrictive than, other agencies rules. As noted above, NCUA regulations require a credit 
union converting to a mutual savings bank to disclose whether it intends to convert to a stock 
institution at a later date, a requirement that may violate the confidentiality requirement in OTS 
regulation 563(b). 120. Under this regulation, a mutual savings bank is required to keep all 
information about a stock conversion confidential until the board of directors adopts a plan of 
conversion. 

In NAFCU’s opinion, these two regulations are not necessarily in conflict. NCUA’s 
rules regarding disclosure govern credit unions. At the moment in time that the credit union is 
disclosing that it may or may not seek to convert to a stock institution, the institution is governed 
by a credit union board of directors. The disclosure only relates to the materiality of the decision 
and intent of the credit union board. When the credit union converts to a mutual savings bank, 
the entity becomes a new institution with a new board of directors. (12 C.F.R. § 543.10), While 
in practical terms, many of the members of board may be the same, each mutual institution will 
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have the ability to decide to convert or not to convert to a stock bank based on the needs of the 
new institution, its operating strategy and its need for capital. When that vote is taken, it will be 
taken in accordance with OTS regulations, including the confidentiality requirement. In our 
view, all that NCUA’s disclosure requirement does is inform members as to the true intent of the 
credit union directors at that moment in time when they voted for the conversion; legally, it does 
not necessarily speak to the intent of the mutual savings bank directors. Further, since OTS 
regulations require confidentiality until the vote by the MSB board, and NCUA disclosures are 
issued to members after the credit union board votes to convert, NCUA’s rules are no less 
stringent than those of OTS. Also under OTS regulations, w'hen an MSB wants to convert to a 
stock bank, it must seek permission from OTS; this is more restrictive than NCUA’s rules. (12 
C.F.R. § 543.8). 


Litigation on Credit Union Conversions 

In December of 2004, Community Credit Union (CCU) of Plano, Texas through its 
attorneys alerted NCUA of its intent to convert to a mutual saving bank. CCU subsequently sent 
NCUA its voting disclosure materials for NCUA approval. The NCUA Regional Director 
contacted CCU and indicated that its materials were not sufficient because they were not 
conspicuous due to the way that they were folded. NCUA contends that in discussions with 
CCU, NCUA emphasized the need to make sure that the “boxed disclosures” were the first thing 
that a member sees, instead of the rebuttal, which w'as on the outside, based on the way the paper 
was folded. After NCUA raised this issue, CCU sent out a third set of disclosures in accordance 
with NCUA’s instructions. The first two sets of materials had individuals voting approximately 
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72.5% in favor of the conversion; the third set had members voting 51% against the conversion. 
NCUA was concerned that the members who voted in the first two sets of mailing had not been 
adequately informed, as they potentially would not have seen the “boxed disclosures” first. 
Accordingly, NCUA disapproved the vote to convert. CCU initiated litigation against NCUA, 
asserting that the agency’s action in disapproving the vote was arbitrary and capricious. 
NAFCU and CUNA filed an amicus brief regarding the case. OmniAmerican Credit Union 
joined the suit, due to NCUA disapproving its voting methods as well. 

On August IS, 2005, a federal magistrate judge held that NCUA had no basis for 
rejecting the membership vote at CCU. Relying on the administrative record, which did not 
include sufficient evidence of the agreement that NCUA contended it had reached with CCU, 
U.S. Magistrate Judge Don Bush found that the credit union complied with NCUA’s rules and 
regulations in its handling of the proposed conversion. Bush found the NCUA acted in an 
“arbitrary and capricious” manner in rejecting the membership vote. OnmiAmerican Credit 
Union was scheduled to have a separate hearing on August 31, 2005; however, on August 30, the 
parties executed a settlement agreement, which provided: (1) NCUA would approve the 
conversion votes of both Community CU and OmniAmerican FCU; (2) as a result of that 
approval, the legal proceedings initialed by Community CU and OmniAmerican FCU were made 
moot; and (3) Magistrate Judge Bush vacate his decision and recommendations dated August 24, 
2005. 


Community Credit Union completed its conversion to a mutual savings bank, becoming 
Viewpoint Financial Group on January 1, 2006. Just 108 days later on April 18, 2006, 
Viewpoint filed with the Securities and Exchange Commission to become a stock institution. As 
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part of that filing. Viewpoint disclosed that the former credit union board members and top 
executives will purchase approximately 200,000 shares of stock in the new institution in addition 
to being eligible for an employee stock ownership plan, restricted awards of stock and stock 
options. The disclosure also indicated that former Community CU CEO, and current Viewpoint 
President and Director, would stand to make approximately $ 1 million with just a $3 increase in 
the price of Viewpoint stock from its initial $10 offering price. (See Appendix E: News Articles 
on Converted CU’s) 


Past Legislative Action on the Conversion Issue 

In 1998, two Congressmen expressed separate concerns regarding the change to the 
FCUA in CUMAA regarding conversions. Former House Banking Committee Chairman James 
Leach (R-IA) recommended an amendment to CUMAA regarding conversions that prohibited 
any current or former (within the 5 years prior to the conversion) director, committee member or 
senior management officer from receiving an economic benefit as a result of the conversion. (See 
H.R. Rep. No. 105-472, at 9-10). Also under the proposal, a credit union that had already 
converted to a mutual savings bank could not convert to stock if the same individuals receive an 
economic benefit. Former House Banking Committee Ranking Member John LaFalce (D-NY) 
introduced a companion amendment and made remarks at the time CUMAA was passed 
regarding relaxing the minimum participation requirement needed to approve a charter 
conversion. (105 Cong. Rec. El 161 (June 18, 1989) (statement of Rep. LaFalce)). He 
highlighted the successful conversion of Eastman Savings and Loan in New York to a credit 
union (ESL FCU) even though its voting requirements were even more stringent than the 


18 



130 


requirements for credit unions prior to CUMAA.^ His amendment also would have retained the 
pre-CUMAA requirements for voting. (See Appendix C: Voting Record of Credit Union 
Conversions). 


H.R. 3206 “The Credit Union Charter Choice Act" 

Representative Patrick McHenry (D-NC) along with Representatives Edolphus Towns, 
Paul Gillmor, Peter King, and Sam Johnson, introduced the Credit Union Charter Choice Act on 
July 12, 2006. The bill would in effect make NCUA’s current regulations invalid. Specifically, 
the bill: 

• prevents NCUA from requiring a credit union to provide information regarding 
future governance of the institution; 

• prevents NCUA from disseminating “inaccurate” information; 

• prevents NCUA from disseminating information that distorts the impact of 
conversion on members of the credit union; 

• prevents NCUA from promulgating regulations that conflict with regulations of 
other regulators; and 

• disallows disclosures that are attributable to the views of the NCUA Board. 

Among other things, the NCUA Board would be barred from disapproving voting 
procedures post-election, and pre-approve conversion materials within 30 days of receipt. 


‘ It is questionable whether a conversion would be successful today under those same requirements; at the time it 
converted to a credit union, ESL was a closely-held corporation with a small number of members. 
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NAFCU opposes H.R. 3206 as introduced, but recognizes its role in the ongoing debate 
about credit union conversions, and has sought to work with Representative McHenry to bring 
about changes to the legislation. We appreciate Representative McHenry’s openness to having 
this dialogue with NAPCU. 

Specifically, NAFCU has proposed a series of amendments that we believe should either 
be incorporated in any legislative action on conversions, or enacted through the regulatory 
process by NCUA, if permissible by law. 

NAFCU’s Proposed Amendments to the Requirements Governing the Conversion of 
Federally Insured Credit Unions to Mutual Savings Banks 

Following are NAFCU’s proposed changes to the laws and regulations regarding 
conversions of federally insured credit unions to mutual savings banks, and subsequently, if 
applicable, to stock institutions. The changes are designed to preserve a credit union’s right to 
convert to a mutual saving bank, but enhance a credit union’s duties to make sure that the 
membership is informed at all steps in the conversion process. 

In addition, NAFCU supports amending OTS rules and statutes to impose a 10-year 
minimum waiting period before a director or senior management official may receive any 
economic benefit in connection with a conversion of a mutual savings bank to a stock institution. 
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I. Conversion 

NAFCU believes the FCUA should be amended to require a minimum participation level 
of 20% of the credit union membership. Under current law, there is no minimum participation 
requirement. Thus, a very small number of members may in reality be approving the conversion. 

II. Advance Notice to Members of Conversion Proposal 

NAFCU believes that a new section should be added to the FCU Act or NCUA 
regulations to require that members receive advance notice of the member vote on the 
conversion. This provision will provide credit union members with a more meaningful 
opportunity to engage in a dialogue with the credit union board about the conversion process and 
to comment on that process and the conversion plan. Under current rules, credit union members 
are not necessarily informed of the board of directors’ decision to convert until called upon to 
vote on the conversion. 

III. Notice of Special Meeting Requirements 

NAFCU believes that new requirements should be created to direct the credit union board 
to provide each voting member with several discrete pieces of information, which taken together, 
provide members with notice of the special meeting described above and with meaningful 
information about the proposed conversion as it relates to credit union management and officers. 
These new requirements should also require notice to members of the date, time and location of 
the special meeting and let them know that they have the right to vote on whether to go forward 
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with the proposed conversion and that they may do so either in person or by submitting a written 
ballot. In addition, there should be notice to inform the member on how to obtain a copy of the 
approved proposal and a notice to members that they will be given an opportunity at the special 
meeting to comment on the proposal. 

Furthermore, the FCUA or regulations should require the notice to members to provide a 
description of the purpose and subject matter of the conversion and must tell them that their 
voting rights may be affected by the conversion and what “yes” and “no” on the ballot mean. 
Any potential monetary gain by directors or senior management as a result of the conversion 
should be disclosed in order for members to judge what, if any, bearing the financial incentive 
has on the proposal. The disclosure of any plans that the board might have for the subsequent 
conversion of the mutual savings bank to a stock institution and what impact that might have on 
members, directors and senior management must be included in the notice to members, along 
with disclosure that they may potentially lose their ownership interests in the institution if the 
mutual savings bank converts to a stock institution and they do not become stockholders. 

The notice to members should also disclose any conversion related benefits that directors 
or senior management may receive including any increase in compensation, an explanation of 
any foreseeable stock related benefits - including an approximate dollar amount - if the 
converting credit union were to become a stock institution after the waiting period. 
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IV. Required Notice of Conversion to NCUA 

There needs to be a requirement that a credit union provide the NCUA Board, or its 
designee, for its review and approval, a copy of the notice, ballot and other written materials to 
be mailed to members as described, and that the board certify that it has undertaken sufficient 
due diligence to ensure that the conversion will not be detrimental to the interests of the credit 
union or its members. 


Conclusion 

NAFCU believes that credit unions should have the ability to convert their charters 
should it be in the best interest of the members. The only way to ensure that the conversion 
process is fair is to make sure the process is transparent so that members are adequately informed 
of the potential benefits and potential detriments that a conversion may have on the interests of 
the members. We believe that NCUA has an important role in this process, and will continue to 
work with Chairman Johnson and the NCUA Board to develop the best policy on credit union 
conversions, balancing the interest of the institution, while looking out for the interests of credit 
union members. While we oppose H.R. 3206 as introduced, we welcome the opportunity to 
engage in debate on the conversion process. We look forward to working with Representatives 
McHenry, Towns, Hensarling, Gillmor and King, and the Subcommittee on this matter, as we 
think it is safe to say that, at the end of the day, we all want sound public policy on credit union 
conversions. I would welcome your questions and discussion on this matter. 
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APPENDIX D: Net Worth, Asset Growth and Member Business Loans to Total Loans of Converted Credit Unions 
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Appendix E: News articles on converted CU’s 

CU Conversions, IPOs and The Local Rotary Club 

FIFE, v^ash. (04/17/06) ~ When shares cf Rainier Pacific Savings Bank hit $16.26 
earlier this year there was celebrating in the boardroom of the e.x-ci.'edit union, once 
known as Rainer Pacific CU, if not at the local Rotary Club. Because chat's when 
88,000 Rainier Pacific options granted directors and management became 'in the money,' 
Chat is, 'worth a premium. The insiders, at least five of whom are brothers in the 
local Rotary Club, engineered the January 2001 conversion from credit union and 
subsequent August 2003 initial public offering, one of the most lucrative yet for 
directors and managers of a converted credit union. The maximum allowable 50,000 
shares subscribed by ail but t-wo of the directors and managers at the $10 offering 
price has yielded them each paper profits of $258,500, or 721', so far, according to 
documents filed with the Securities and Exchange Commission. In an unusual sweetener, 
eacn cf the former volunteer credit union directors was also paid 7,20C restricted 
shares, worth $123,614 last week; and options to buy 4,000 shares at $15.26 each. 
Particularly sweet was the return by Chaii*~an Edward Brooke, past president of the 
Te»coma Marrows Rotary Club, who received almost twice as many restricted shares-13 , 400 
worth $230,764-and twice as many options-8,C00-to go with the $358,500 profit he's 
earned on his IPO shares in two years. That makes the ex-credit union's IPO even 
sweeter than most because in most conversions the directors-Rainier Pacific's are paid 
$10,000 a year in fees as well-don’t receive any restricted stock or options. But the 
sweetest of the benefits went to fellow Rctarian John Kail, president and CEO of the 
former credit union. Hall was paid almost $600,000 in cash compensation in 2004 and 
2005; as well as 60,000 shares of restricted stock valued at $1 million; 140,000 
options worth about $140,000; and employee stock ownership shares worth $55 , 287-easily 
five times his compensation the last year he ran a credit union. He receives full 
ownership cf the restricted shares in five annual installments but maintains voting 
rights to and receives dividends on all of the shares immediately. Also receiving 
restricted shares were; Victor Toy, senior vice president, 40,000 shares worth 
$686,900; and Joel Edwards, chief financial officer and former CEO of Washington CU 
Share Guaranty Association, the defunct private deposit insurer, 22,500 shares worth 
$386,325. (CU Journa.l Online 4/17/06) 

Former Community CU Executives Poised for Payout 

DALLAS - The former executives, officers and board members of Community Credit Union, 
the $1.4 billion credit union which converted to a mutual bank in 2005, are poised to 
cash in on the former CU's move. 

According to documents filed with the Securities and Exchange Commission, the former 
board members and executives collectively will buy just under 200,000 shares of the 
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Viewpoint Financial Group, the company formed to make the stock offering, at the 
initial price of $10.00 per share. 

In addition, executives and directors of the new Viewpoint Bank will be eligible for 
an fimployee stock ownership plan, restricted awards of stock and stock options. 
According to the SEC filing, the stock purchases will break down as follows, 
o Gary Base, CEO, director, 30,000 shares, 
o Gary Basham, director, 25,000 shares, 
o Jack Ersman, director, 25,000 shares, 
o James McCarley, director, 27,500 shares, 
o Karen O’Shea, director, 20,000 shares 
o Keith Sockwell, director, 16,000 shares, 
o Rosario (Rosie) Vela, director, 10,000 shares, 
o Kenneth Yarbrough, director, 20,000 shares. 

Additionally, five other executives who are not directors have also purchased shares, 
o Mark Hord, general counsel to the CU, 7,500 shares, 
o Patti McKee, CFO for the CU, 5000 shares. 

o Patrick Ramsier, manager of commercial lending for the CU, 2000 shares 
o Donna Neal, chief lending officer for the CU, 1,500 shares 

One other individual executive officer, unnamed, will take 10,000 shares the filing 
said. (Credit Union Times online 4/20/06) 

Stock Rise Would Add to Base's Current $624,000 Compensation Package 
PLANO, Texas. - Viewpoint Bank, formerly Community Credit Union, has not yet set a 
date for its initial public offering, but documents filed with the Securities and 
Exchange Commission show that a $3 per share "pop" or run up in the stock's price upon 
offering will make its former CU CEO, Gary Base, roughly $100,000. 

Should that come to pass, it will add to a total compensation package of roughly 
$624,000 that Base received in 2005, according to the SEC filings. The filings 
indicate chat Base’s compensation was roughly 2.5 times the salary of Che next highest 
paid executive whose 2005 compensation was disclosed.- (Credit Union Times online 
4/20/06) 
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Chairman Bachus, Ranking Member Sanders, my name is Laurie Stewart and I am the 
President and CEO of Sound Community Bank in Seattle, Washington. I currently serve on the 
Credit Union Committee of America's Community Bankers. More important to this discussion, 
in 2003 Sound Community Bank was created when CU of the Pacific converted tfom a credit 
union to a mutual savings association. Currently, Sound has $214 million in assets and five 
offices in the Puget Sound area. We are proud of our dedication to the communities we serve 
and the people who reside there. As a mutual savings bank we take a long view towards our role 
in and contribution to the community. 

I am pleased to be able to come before the Subcommittee today on behalf of ACB to 
discuss H.R. 3206, the Credit Union Charter Choice Act. ACB strongly supports this legislation, 
and we applaud Congressman McHemy and his cosponsors for introducing it. The issue of 
charter choice is important to the overall structure of our nation’s financial services sector. ACB 
believes in charter choice for all financial institutions. This fundamental policy position applies 
to banks, thrifts, and credit unions alike. When an institution is able to change charters to the one 
that best fits the needs of its members and community, our financial system will be stronger and 
healthier. Institutions and their communities change over time. The charter that was best for an 
institution 50 years ago may not be the best choice now. By allowing charter conversions we 
allow our financial system to evolve and grow stronger. Unfortunately the National Credit Union 
Administration (NCUA) does not share this view. Its recent actions have significantly obstructed 
the ability of credit unions to convert to a mutual bank charter. 
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The History of NCUA Authority 

The actions of the NCUA are clearly contrary to the intent of Congress as expressed in 
the 1998 Credit Union Membership Access Act (CUMAA). Prior to the passage of the 
CUMAA, the NCUA had the authority to approve a detailed plan of conversion and disclosures 
sent to members regarding a conversion vote.' On March 4, 1 998, the NCUA amended its pre- 
CUMAA conversion regulations to require a converting credit union to print on the cover of its 
disclosure three disclosures drafted by the NCUA. These disclosures said: 1) the institution will 
no longer be controlled by a one-member, one-vote basis; 2) the institution would lose its tax 
exempt status and might incur increased costs; and 3) the board members of the institution may 
be compensated. ^ 

Following years of obstruction of credit union conversions by the NCUA, in late 1998 
Congress made it clear that credit unions should be allowed to convert to a mutual bank charter 
without interference from the agency. Congress was so concerned by the NCUA’s behavior that 
it went to great lengths in the CUMAA to ensure that the NCUA could not obstruct future 
conversions by stripping its authority to approve the transaction and by limiting its powers in the 
conversion process. The new law limited the NCUA’s authority, saying that the NCUA must 
write rules governing the conversion process that “are consistent with rules promulgated by other 
financial regulators. ...” In addition. Congress took the extra step to clarify that rules governing 
conversion votes “shall be no more or less restrictive than that applicable to charter conversions 
by other financial instimtions.” Unfortunately, as I will detail in my testimony, the NCUA seems 

^ Memorandum of Amici Curiae filed by America’s Community Bankers, Independent Community Bankers of 
America, and State Associations in Community Credit Union v. National Credit Union Administration. August 9, 
2006. 

^Id. 
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to have ignored this mandate from Congress. The NCUA has promulgated rules that are not only 
more restrictive than those of other financial regulators, but actually conflict directly with the 
rules of the Office of Thrift Supervision (OTS) for conversions to stock form by mutual 
institutions. 

In addition to the burdensome rules crafted by the NCUA, its behavior has proven to be 
an effective obstacle to converting credit unions. The NCUA’s practice of essentially gagging 
converting credit unions from communicating with their members, while emboldening 
opposition groups, finding hyper technical reasons for not approving the process used by credit 
unions, and dragging the process out over unreasonably long periods of time has created a de 
facto barrier to successful credit union conversions. The NCUA’s actions have taken the 
conversion process back to how conditions were prior to CUMAA’s passage in 1998. That is 
why ACB believes that H.R. 3206 is a necessary and timely piece of legislation. It will restore 
balance, certainty and fairness to the conversion process for credit unions. 

NCUA’s Conversion Rules 

One of the first and most critical parts of H.R. 3206 is that it forces the NCUA to re- 
examine its current conversion rules and revise them to conform to the requirements of the 1998 
law. For the first five years after the passage of CUMAA the NCUA had conversion rules in 
place that allowed the small number of credit unions that wanted to convert to do so without 
great difficulty. Then, in less than a year’s span, from February 2004 to January 2005, the NCUA 
promulgated rules that basically reinstated its March 1 998 rules and made it increasingly difficult 
for the conversion process to be fair or achievable. The rules force credit unions to make 
essentially the same biased disclosures that were required in 1998. The new rules are not only 
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speculative, outside of the NCUA’s jurisdiction, and in conflict with the charter conversion rules 
of other financial regulators, but also ensure that a credit union’s members receive biased 
information. 

The new rules even go beyond the 1998 regulations that Congress found were too 
onerous. In the 1998 rules the NCUA intentionally did not require a credit union to state whether 
it would convert to stock ownership. It stated at the time that “credit unions should not be 
required to include information that may not apply to their transaction.”^ In 2004 the NCUA 
promulgated rules that affirmatively required a credit union to state whether or not it intended to 
convert to stock ownership, and in the process contradicted itself 

Among other things, the 2004 rules require a converting credit union to: 

1 ) Disclose speculative information about any economic benefit a director or member of 
senior management would receive in coimection with the conversion, including any 
potential stock benefit if the resulting mutual bank eventually converts to a stock 
institution; 

2) Speculate that members could have lesser voting rights in the resulting mutual 
institution than the credit union and that members could lose their voting rights if the 
institution later converts to stock; and 

3) Affirmatively state whether the resulting mutual institution plans to convert to a stock 
institution. 

These rules are inherently flawed and violate the 1 998 CUMAA because they are 
speculative and require the board of a credit union to comment on actions over which it will have 
no control and cannot have knowledge of because those decisions will be made by the resulting 


^ Ibid. Pg 2J 
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institution. Converting to a stock institution would be proposed by the board of directors of the 
mutual bank and voted upon by the metnbers/depositors of that bank. The credit union board can 
have no knowledge of such a future action, or know how depositors in the resulting bank might 
vote. Furthermore, this disclosure directly violates a provision in the OTS rules - 563(b). 120 - 
that prohibits disclosure of a proposed stock conversion until a conversion plan is adopted by a 
mutual bank’s board of directors. That rule was put into place to protect members of a mutual 
bank from professional investors who would attempt to usurp the interests of long-time 
depositors. The rules imposed by the NCUA, requiring the credit union board to speculate on 
matters over which it has no control or knowledge, serve no purpose other than to bias the credit 
union’s members against conversion. 

Even more egregious are the requirements of the January 2005 conversion rules 
promulgated by the NCUA. Like those in 2004, the 2005 rules clearly violate the 1998 CUMAA 
because they have absolutely no parallel in OTS or OCC regulations. The 2005 rules require 
specific, boxed disclosure language to be included in all communications the credit union has 
with its members. The exact wording of the disclosure is dictated in the rulemaking. It says; 

The National Credit Union Administration, the federal government agency that supervises 
credit unions, requires [insert name of credit union] to provide the following disclosures. 

1 . OWNERSHIP AND CONTROL. In a credit union, every member has an equal 
vote in the election of directors and other matters concerning ownership and control. In a 
mutual savings bank, ACCOUNT HOLDERS WITH LARGER BALANCES 
USUALLY HAVE MORE VOTES AND, THUS, GREATER CONTROL. 

2. EXPENSES AND THEIR EFFECT ON RATES AND SERVICES. Most 
credit union directors and committee members serve on a volunteer basis. Directors of a 
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mutual savings bank are compensated. Credit unions are exempt from federal tax and 
most state taxes. Mutual savings banks pay taxes, including federal income tax. If [insert 
name of credit union] converts to a mutual savings bank, these ADDITIONAL 
EXPENSES MAY CONTRIBUTE TO LOWER SAVINGS RATES, HIGHER 
LOAN RATES, OR ADDITIONAL FEES FOR SERVICES. 

3. SUBSEQUENT CONVERSION TO STOCK INSTITUTION. Conversion to a 
mutual savings bank is often the first step in a two-step process to convert to a stock- 
issuing bank or holding company. In a typical conversion to the stock form of ownership, 
the EXECUTIVES OF THE INSTITUTION PROFIT BY OBTAINING STOCK 
FAR IN EXCESS OF THAT AVAILABLE TO THE INSTITUTION’S 
MEMBERS. 

4. COSTS OF CONVERSION. The costs of converting a credit union to a mutual 
savings bank are paid from the credit union’s current and accumulated earnings. Because 
accumulated earnings are capital and represent members’ ownership interests in a credit 
union, the conversion costs reduce members’ ownership interests. As of [insert date], 
[insert name of credit union] estimates THE CONVERSION WILL COST [INSERT 
DOLLAR AMOUNT] IN TOTAL. That total amount is further broken down as 
follows: [itemize the costs of all expenses related to the conversion including printing 
fees, postage fees, advertising, consulting and professional fees, legal fees, staff time, the 
cost of holding a special meeting, conducting the vote, and any other expenses incurred]. 
This required disclosure is speculative, outside the jurisdiction of the NCUA, and serves 

little purpose other than to bias the credit union’s membership against conversion. For example, 
rates will not necessarily change because the institution is no longer a credit union. There is no 
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reason to assume that all resulting mutual institutions will elect to lower savings rates and 
increase rates for loans and other services upon conversion. The required disclosure about rates 
is designed solely to create a bias in the minds of members. Furthermore the required disclosure 
that executives in a stock institution profit from gaining more stock than other members is not 
accurate. The OTS requires mutual institutions that convert to stock institutions to first offer 
shares to all eligible account holders as of a specified date. This means that members of a mutual 
bank have a priority to purchase all the stock they desire before other investors. In addition, OTS 
regulations limit the aggregate percentage of stock that may be purchased by an institution’s 
officers and directors. 

A credit union converting to a mutual bank has no control over a stock conversion. Such 
a conversion can only be approved by a vote of the mutual bank’s depositors. Requiring 
speculation about a future conversion from a mutual to stock form serves no purpose other than 
to create a bias against conversion. Last year, in Community Credit Union, et al.. v. National 
Credit Union Administration, a Texas federal magistrate found in his ruling that theNCUA rule 
requiring this disclosure contradicts current OTS regulations. A copy of this ruling is included as 
an appendix to this testimony. 

The McHemy bill requires that NCUA regulations be based on fact, not speculation; 
pertain solely to areas where the NCUA has jurisdiction; and not conflict with the rules of other 
financial regulators. This is a common sense approach and ACB strongly supports it. 

NCUA Gag Order 

The McHenry bill also addresses the virtual gag order that the NCUA places on 
converting credit unions. Let me be clear, nowhere is there an explicit prohibition on credit 
unions communicating with their members. However, the NCUA has made it known that they 
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will treat contmunications with credit union members that are not approved by the NCUA as 
violations of the proper methods and procedures for a conversion vote, and therefore grounds to 
overturn a vote in favor of conversion. This was seen most recently in the attempted conversion 
of DFCU in Detroit, Michigan. Because of the NCUA’s position on communication during a 
conversion, a credit union is left with both hands tied behind its back. The NCUA’s system 
creates a one-sided debate where conversion opponents are fi'ee to attack the credit union, its 
management and its directors, while the credit union is unable to respond. When this gag order 
is combined with the unnecessarily long time the NCUA takes to approve disclosure, it results in 
a 90-day window where conversion opponents can mobilize a coordinated campaign to 
communicate with credit union members and bias them against conversion before the credit 
union leadership has even had a chance to explain why it supports changing to a mutual savings 
bank structure. 

An appropriate analogy that mi^t help members of the Subcommittee understand what 
the NCUA puts these credit unions through would be a Congressional campaign. Imagine that 
you were locked in a difficult campaign and your opponent was constantly taking out attack ads 
against you. Every day there would be new ads, mailings, billboards, and picketing. However, 
you would be required to have FEC approval before you can respond to any of your opponent’s 
attacks. Imagine if they told you that they might be able to approve your ads or media comments 
within a few weeks, but they can’t make any promises. In the meantime, you were forced to sit 
by helplessly while your reputation and character are attacked. That is what this process has 
become for converting credit unions. 

In the most recent attempted conversion, DFCU was, in effect, prohibited from talking 
with its members while the Michigan Credit Union League and another activist groups waged a 


- 8 - 



154 


public relations war. The NCUA blocked OFCU from telling its members about its desire to 
convert, leaving members con&sed and bewildered about why there was so much controversy. 
The NCUA relies on an overly broad interpretation of its own authority in order to advance its 
anti-conversion agenda. The McHenry bill fixes this by simply saying that the NCUA cannot 
require a converting credit union to submit all member or press communication for NCUA 
approval. We believe that it is appropriate for the NCUA to review balloting and other such 
materials; however, it should not be allowed to switch from credit union regulator to credit union 
censor during the conversion process. 

Regulatory Foot Dragging 

Another problem that we have seen in the past few years is that the time required to 
approve the necessary disclosures becomes increasingly long. When my credit union converted, 
the time to approve disclosures was roughly 30 days. However, with the conversions of two 
credit unions last year, and the attempted conversion of DFCU this year, the approval process 
took close to 90 days. This foot dragging, when combined with the virtual gag order put on 
converting credit unions, serves one purpose. It allows conversion opponents to spend more time 
attacking a credit union that is unable to defend itself H.R. 3206 resolves this problem by 
simply putting a time limit on how long the approval process can take. In the past, a 30-day 
approval period worked well, and we thirrk it is reasonable to use that timeline for future 
conversions. 

Uncertainty 

H.R. 3206 also addresses another principal method that the NCUA has been using to 
obstruct conversions. The NCUA has inserted uncertainty into the conversion process to such an 
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extent that most credit unions now believe the conversion process is not worth pursuing. 
Assuming that a credit union manages to run the gauntlet that the NCUA and conversion 
opponents have created, the NCUA has started to identify hyper technical reasons to overturn a 
successful vote. Last year in Texas, Omni American Credit Union and Community Credit Union 
both had conversion votes that topped 70% approval. The NCUA refused to approve the vote 
because it disagreed with how a single piece of paper was folded. Nowhere in the NCUA’s rules 
did it specify how paper was to be folded; however, in order to prevent a conversion the NCUA 
fabricated new requirements and arbitrarily imposed them on these two credit unions after the 
initial mailings were sent. This was a blatant attempt to overturn a conversion because the 
NCUA had run out of options. 

The Texas credit unions had the will and resources to fight the NCUA’s protectionism. A 
federal magistrate found that the NCUA’s “determination was not only inconsistent with its own 
regulations, but under all the circumstances, it was arbitrary and capricious.” The threat of the 
NCUA creating a technicality to overturn months of work and hundreds of thousands of dollars 
in costs makes credit unions very hesitant to go through with a conversion. If there is no 
certainty that the affirmative vote of members will result in a conversion, there is little reason to 
go through the process. The Credit Union Charter Choice Act provides this certainty by 
establishing a minimum threshold in order for the NCUA to overturn a successful vote. This 
allows the agency to overturn a conversion based on fraud or knowingly false misstatements by 
the credit union, but not for hyper technical reasons. 

The Conversion Process 

1 also want to take a moment to address some of the recent rhetoric I have heard about the 
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ca'edit unions that want to convert, and the mutual bank structure to which they are converting. 

As the association that represents the vast majority of the mutual savings banks in the country, 
ACB believes it is essential that the Subcommittee have complete and accurate information 
regarding mutual institutions. The NCUA and critics of credit union conversions have depicted 
credit union executives who desire to convert as greedy insiders seeking to enrich themselves. 
This is simply not true. First, it is ironic that the credit union executives who are painted by the 
credit union trades as selfless and dedicated cooperative executives suddenly become fraudsters 
looking to fleece their members of millions of dollars. These executives, like me, are merely 
looking to find the charter that enables them to best serve their members. A mutual bank is also 
a cooperative structure focused on its members and communities. 

The credit union portrayal of mutual institutions ignores three of the most important 
characteristics of the mutual charter - independence, commitment to service, and a focus on 
community stakeholders, not stockholders. Mutuals take a long view of what is best for their 
community, and their commitment to the best interests of the towns, neighborhoods and villages 
they serve is reflected in the wide variety of civic activities in which they engage. 

I also want to deal head on with the credit union assertion that when a credit union 
switches to a mutual charter, members lose control over their institution. This is simply not true. 
The NCUA and conversion opponents have repeatedly and incorrectly implied that credit union 
members will automatically be disenfranchised upon conversion to a mutual savings institution. 
These assertions are not supported by fact or law. First, mutual savings institutions by their very 
nature are cooperatively organized and controlled by their members/depositors. Mutual savings 
associations have the freedom to adopt a one vote per member provision. This flexibility allows 
converting credit unions to retain their existing voting structure if the membership so desires. 
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Many mutual savings bank charters also provide one vote for every $100 deposited with a cap on 
the total number of votes given to any one member. 

Second, much like with credit unions, the net worth of a federal mutual savings 
association chartered by the OTS never belongs to the officers and directors of the federal 
savings association, except to the extent that person is a depositor in the institution. 

Third, the members of a mutual savings association must approve all charter amendments 
and any subsequent conversion to the stock form of ownership. The OTS has established very 
detailed regulations regarding the conversion of mutuals to stock form. A conversion to stock 
requires the affirmative vote of a majority of the total outstanding votes of the mutual institution. 
This is a higher standard than the member vote required for the conversion of a credit union to a 
mutual savings institution. 

The NCUA and credit union trade associations also like to assert that there is a 
tremendous windfall to the executives and directors of the resulting institution. This is not a true 
statement. The conversion from a credit union to a mutual institution involves no transfer of net 
worth to insiders. Furthermore, like credit union executives, the compensation of mutual 
executives will be determined by the institution’s board of directors. 

Furthermore, the NCUA also incorrectly presumes that a credit union’s conversion to a 
mutual savings institution will inevitably be followed by a subsequent conversion to the stock 
form of ownership. This erroneous assumption is also reflected in the disclosure language that 
the NCUA requires all converting credit rmions to provide to their members.”* 

Subsequent conversion to a stock institution is not certain, it is only an option. More than 

^ 'Ihe NCUA requires all converting credit unions to provide the following disclosure language, including capitalization and bold 
print: Conversion to a mutual savings bank is often the first step in a two-stq) process to convert to a stock-is.suing bank or 
holding company. In a typical conversion to the stock form of owner^ip, the EXECUTIVES OF THE INSTITUTION 
PROFIT BY OBTAINING STOCK FAR IN EXCESS OF THAT AVAILABLE TO THE INSTITUTION’S MEMBERS. 
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two-thirds of credit unions that have converted remain in mutual form, just like Sound 
Community Bank. If a conversion from mutual to stock form is proposed, before it can occur a 
plan of conversion must be adopted by a two-thirds vote of the mutual institution’s board of 
directors. In addition, the institution’s members must approve the plan of conversion by a 
majority of the total outstanding votes.* 

There are currently 750 mutual banks in this country, some of which are over 1 70 years 
old. We recognize the right of mutual banks to consider converting to a stock form. There are 
many reasons that the board of directors of a mutual institution may decide to convert to stock 
ownership. The reasons may include the need for capital to grow or add new products or 
services. If a conversion is proposed, the federal and relevant state banking regulators have a 
well-established conversion process that has evolved over the years. The bank regulators have 
adopted a process that provides safeguards against unjust enrichment of insiders and is fair to 
depositors of the mutual institution and the communities they serve. 

Captive Regulator 

I also want to address a concern raised by the financial motivation of the NCUA in credit 
union conversions. Because of the structure of the National Credit Union Share Insurance Fund 
(NCUSIF) the NCUA has a powerful motive to prevent credit union conversions. Currently, 
60% of the NCUA’s operating budget comes from interest earned on deposits held in the 
NCUSIF. According the National Association of State Credit Union Supervisors (NASCUS) the 
departure of the two Texas credit unions last year cost the NCUA 5850,000 in FY 2005 and will 
cost an estimated $5.1 million during the typical term of an NCUA board member. The NCUA 

’ J 2 C.F.R 563b. 125, 1 2 CF.R 563b.225(aHb). State laws may prescribe a higher percentage of votes before a state chartered 
savings as-sociahon may convert to stock form. 
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clearly has a material interest in preventing credit union conversions. We believe that common 
sense legislation, such as H.R. 3206, will reduce the ability of the NCUA to act in a self 
interested and abusive manner. 

I also think that it is important to highlight an issue that should be of great concern to the 
Subconnmittee. The behavior of the NCUA on the issue of credit union conversions is both 
unprofessional and troubling because it is indicative of a regulator that is highly conflicted and 
captive to its industry. The NCUA’s string of recent defeats in federal court indicate that it is 
interested first and foremost in promoting the credit union industry, rather than being a safety and 
soundness regulator. One federal judge even said that the NCUA “cannot act like a rubber stamp 
or cheerleader” for credit unions. Such behavior threatens the safety and soundness of our 
financial system. The last time our nation saw a financial regulator behave in a fashion similar to 
the NCUA was the Federal Home Loan Bank Board in the 1980’s, and we all know the costly 
result of that captive regulator. 

I understand the implications of making such accusations of a financial regulator; 
however, ACB believes that this issue is too important to ignore. The comments and actions of 
the NCUA staff indicate that they have become too closely aligned with the credit union industry, 
and deserve close scrutiny fi'om this Subcommittee. As an example, in the most recent 
conversion case the credit union media and trade associations allegedly received copies of letters 
addressed to DFCU and its attorneys before DFCU or its attorneys did. These leaks of what are 
intended to be confidential communications are a symptom of a regulator whose priority is aiding 
the credit union industry, not regulating it. Another example is the comments by NCUA staff 
responsible for overseeing the conversion process indicating that they believe all conversions are 
motivated by greed, and that "Without question, credit unions offer a better deal for consumers 
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than the banking industry, . . Such a biased attitude cannot possibly allow NCUA staff to 
oversee convereions in a fair and impartial manner. 

Conclusion 

In conclusion, Mr. Chairman, ACB is a strong supporter of charter choice and the mutual 
form of ownership. Credit unions should have the ability to adopt the mutual charter if doing so 
meets the strategic interests of the institution and its members. We are concerned that the 
NCUA, through regulatory fiat, has effectively stopped credit union conversions. Under the guise 
of disclosure and consumer protection, it has made a credit union charter a prison sentence rather 
than a right, whereby no one can escape once they take a credit union charter. The actions of the 
NCUA have effectively stripped the credit union member of the right to vote on the conversion 
process. This is wrong, and wc urge the Congress to pass H.R. 3206, which will ensure that like 
all other businesses in America, credit unions have the freedom to choose the charter that best 
fits the needs of their members and communities. 
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United States District Court 

EASTERN DISTRICT OP TEXAS 
SHERMAN DIVISION 

COMMUNITY CREDIT UNION. ET AL § 

§ 

V. § 

§ 

NATIONAL CREDIT UNION § 

ADMINISTRATION. ETAL § 

REPORT AND RECOMMENDATION 
OF UNITED STATES MAGISTRATE JUDGE 

Community Credit Union (“CCU”) brought this action for preliminary injunction against 

theNational Credit Union Adtninistration (“theNCUA” or “Administration”) and others challenging 

the NCUA’s refusal to approve the balloting procedure implemented by CCU (and approved by the 

■ t 5 « 5 1 • 

NCUA) to convert from a credit union to a mutual savings association. At oral argument, the NCUA 
represented that it had no objection to having the case determined as a final injunction on the merits. 
Therefore, CCU’s Motion to Advance Trial on the Merits (Docket #5) is GRANTED. 

ecu’s complaint focuses on the NCUA’s refusal to certify CCU’s members’ votes 
converting CCU from a T exas chartered credit union to a federal mutual savings association, despite 
the fact, as it alleges, that the Texas Credit Union Department (“TCUD”) and the Office of Thrift 
Supervision (“OTS”) have approved the change. CCU alleges that its members voted 
overwhelmingly to convert the institution but that the NCUA refiised to recognize the “will of a 7 1 % 
majority.” CCU alleges that the gist of the action centers on how a piece of paper was folded in the 
mailings sent to its members. The NCUA contends that the issue is whether members received 
accurate information that was not misleading. However, the manner in which the agreed notice 
disclosure was folded is the only issue as to whether the required disclosure was in fact accurate and 
not misleading. The NCUA contends that the required notice should have been folded to insure that 
the first document members saw was the NCUA required disclosure rather than CCU’s rebuttal. 


CASE NO. 4;05CV285 
(Judge Schell/ Judge Bush) 
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which was on the opposite side of the disclosure. 

ecu filed this declaratory action and request for preliminary injunction contending the 
NCUA had violated the Federal Credit Union Act by enacting illegal regulations in violation of 12 
U.S.C. § 1785(b)(2)(G)(i) because the Administration’s regulations are not consistent with and are 
more restrictive in their design and implementation than rules enacted by other financial regulators, 
ecu also seeks a declaratory judgment that the actions of the NCUA were arbitrary and capricious, 
ecu further requests declaratory relief on other issues which the Court need not address in light of 
the ruling herein. CCU raises several grounds for jurisdiction, including jurisdiction pursuant to 28 
U.S.C. §§ 1331 and 1346 and 28 U.S.C. § 1983 and 12 U.S.C. § 1789. 

TheNCUA’s version of the facts and nature of dispute are set forth in its response to CCU’s 
Motion for Preliminary Injunction. The NCUA contends that, by letter dated December 29, 2004, 
CCU, through its counsel Silver, Freedman & Taff, informed the NCUA that it intended to convert 
to a federally-chartered mutual savings institution (See CCU Admin. Rec. {“CCU/AR”), at 
0760-0793). The letter requested that the NCUA review “the contents of the materials to be 
provided to the Credit Union’s members and advise us (CCU) if there is a problem with the methods 
and procedures for the membership vote” (Id. at 0760). By letters dated December 29, 2004, CCU 
filed applications relating to the intended conversion with the Federal Deposit Insurance Corporation 
(“FDIC”) and the OTS ( Id. at 0759, 0757). By letter dated January 20, 2005, CCU forwarded the 
NCUA additional disclosure materials to supplement CCU’s December 29, 2004 submission relating 
to the proposed conversion (CCU/AR at 0738-0742). CCU noted that “the additional materials are 
intended to comply with the requirements of Section 708a.4(e) of the new regulations adopted by 
[NCUA] on January 13, 2005 in connection with conversion of insured credit unions to mutual 
savings banks” (CCU/AR at 0738). With regard to new disclosure requirements, CCU noted; 

[Tjhe credit union intends to insert the Section 708a. 4(e) disclosure (and the Credit 
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Union’s responses) immediately following the ‘Notice of a Proposal to Approve a 
Plan of Mutual Charter Conversion and of a Special Meeting of Members’ (the 

‘Notice’) All of the NCUA required materials (Notice and708a.4(e) disclosure) 

will precede the Credit Union’s additional disclosure information. 

(CCU/AR at 0738-0739). By letter dated January 28, 2005, NCUA responded to CCU’s intended 

placement of the Section 708a.4(e) disclosures: 

In the third paragraph it is proposed to insert the required Section 
708a.4(e)disclosures immediately following the Notice of Proposal to Approve a Plan 
of Mutual Charter Conversion and of Special Meeting of Members” (Notice). This 
placement is not acceptable. The disclosure must be in a prominent place, and 
conspicuous to the credit union’s members. Therefore, it must be included either as 
a separate document comprising the first page of the written communication, or 
incorporated into the text of the first page of the Notice. 

(CCU/AR at 0718). 

According to the NCUA, for the next several months, the NCUA and CCU continued to 
engage in discussions and negotiations before the notice documents were finalized (See, e.g., Id. at 
0631-0709, 0614-0630; Cmplt. at H 14). Many of these discussions were oral communications 
between the NCUA’s and CCU’s attorneys. (See, e.g. , CCU/AR at 0608, 0578). In particular, James 
Fleischer, an attorney for Silver, Freedman & Taff, contacted the Office of the General Counsel 
(“OGC”) at the NCUA to discuss how CCU could comply with the‘‘prominent and conspicuous” 
requirement regarding the boxed disclosures (CCU/AR at 0003). According to the NCUA, CCU 
requested to place the boxed disclosures immediately following an introductory letter to members 
(the “Dear Member” letter) and before the rest of the materials being sent (Id.). CCU also requested 
to place a rebuttal to the boxed disclosures, entitled “YOUR CREDIT UNION WANTS Y OU TO 
KNOW THE FACTS,” on the reverse side of the boxed disclosures (/rf.). The NCUA claims that 
CCU’s request raised concerns for the NCUA given that the boxed disclosiues were central to the 
NCUA’s conversion rules; in particular, the NCUA was concerned that CCU’s requests could 
materially diminish the effectiveness of the disclosures in informing credit union members of critical 
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information about the conversion (Id.). The NCUA, however, agreed to CCU’ s request to include 
a rebuttal on the reverse side of the boxed disclosures, provided that the boxed disclosures were the 
first thing a member would see after the “Dear Member” letter (Id. at 0004). However, the Court 
notes that this specific requirement is not in the record prior to the NCUA’s decision not to validate 
the vote. It is at best an after-the-fact attempt to bolster the NCUA’s position on the issue which, 
in the Court’s opinion, is suspect. Although the NCUA contends that its general counsel relayed 
this message to Mr. Fleischer on or about February 28, 2005, such does not appear in the record 
except in the post decision letter referenced above (Id.). By letter dated March 2, 2005, CCU 
submitted revised documents and stated: 

[i]n response to the comments received fi-om Frank Kressman, Esquire of the 
[NCUA] by telephone on February 28, 2005, enclosed are the following revised 
documents marked to show changes made to the prior documents submitted to your 
offices under cover letters from Silver, Freeman & Taff, L.L.P. dated February 4, 

2005 and February 9, 2005. 

(Id. at 0608). The NCUA contends that the “order of documents” is reflected in the attachments to 

the cover letter. The Court notes that there was no agreement as to the order but merely a notation 

of the documents that would be furnished to the members. 

By letter dated March 31, 2005, the NCUA informed CCU that it was providing preliminary 

approval to the proposed methods and procedures applicable to the membership vote (CCU/AR at 

0550-0551). Specifically, the NCUA stated: 

The final revisions were received on March 16, 2005. Based on my review of these 
revised documents, I am granting preliminary approval for the proposed methods and 
procedures applicable to the membership vote. As previously indicated, NCUA 
continues to reserve its right to object to the conversion process at its conclusion 
should the actual documents provided to the members or the procedures used differ 
from those explained in your letters or if the vote is not conducted in a fair and legal 
maimer. 

(Id. at 0550). 

On or about March 2 1 , 2005, CCU sent out its first mailing to its members. (Cmplt. at *|1 8). 
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The second mailing was sent on April 22, 2005 (Id. at f 19). By letter dated May 13, 2005, the 
NCUA informed CCU that it had failed to provide members with required disclosure materials in 
compliance with 12 C.F.R. § 708a.4(e) (January 28, 2005) ( CCU/AR at 0437-0440). The NCUA 
further informed CCU that if the violation was left uncorrected, the NCUA would disapprove the 
methods and procedures applicable to the member vote under 12 C.F.R. § 708a.7 and would direct 
a new vote (CCU/AR at 0437). In the same letter, the NCUA informed CCU that it had investigated 
and confirmed member complaints that the rebuttal was enclosed on the ifont side and the required 
disclosures on the back for both the first and second set of mailings sent by CCU (Id. at 0438). As 
a result of the violation of Section 708a.4(e), the NCUA declared that all ballots received ifom the 
members were invalid as the product of the improper disclosures, and that to remedy the violation, 
CCU would have to “1) begin anew the notice mailing process making certain it satisfies the 
“prominent and conspicuous” requirement and other aspects of §708a.4(e), and 2) discount all ballots 
associated with the improper disclosures and begin the voting process again” (CCU/AR at 0438). 

In response to this communication, on the third ballot, CCU folded the disclosure document 
in the reverse manner in which it had folded the document before. Notwithstanding the NCUA’s 
order to change the mailing procedure, the NCUA refused to honor the election. On June 29, 2005, 
the OTS issued an Order approving the conversion. In its order, the OTS verified that CCU followed 
the methods and procedures applicable to the member vote. On June 29, 2005, CCU submitted its 
request for theNCUA’s approval of its members’ vote approving CCU’s’ plan to convert to afederal 
mutual savings bank. (CCU/AR at 00 1 6-0037 ;Cmpl. at 27). CCU presented its certification which 
stated that out of 36,042 members who participated in the vote, 71.5% voted in favor of the 
conversion (CCU/AR at 0016). On July 5, 2005, TCUD, the state regulatory agency, approved 
CCU’s application to convert to a mutual savings bank, subject to OTS’s issuance of a mutual 
savings bank charter (CCU/AR at 0011-0015; Cmplt. at f 28). In its Conclusions of Law, TCUD 
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foxmd that “[NCUA] has furnished evidence that the NCUA was agreeable to the proposal for 
conversion” (CCU/AR at 0014). However, the NCUA had not yet issued any decision regarding 
the methods and procedures applicable to the member vote at the time TCUD issued its own 
approval {Id. at 0001-0010). By letter dated July 11, 2005, the NCUA informed CCU that the 
NCUA disapproved the methods and procedures applicable to the member vote and directed a new 
vote be taken pursuant to 12C.F.R. §708a.7(b) (CCU/AR at 000 1-00 10). The basis for the decision 
was that CCU failed to follow the NCUA’s directive and place the required Section 708a.4 
disclosures in a prominent place with each of its written communications to its members and in a 
maimer where they would be conspicuous to the members (CCU/AR at 0001-0010). The NCUA 
determined that CCU’s actions resulted in a flawed vote and, pursuant to its statutory and regulatory 
authority, directed that a new vote be taken {Id. at 0009). 

As CCU points out, the NCUA’s new disclosure rules require that certain disclosures be 
placed inside a boxed area and contain capital letters with bold-faced type. The disclosures cover 
such issues as ownership and control by the members, the effect of certain expenses on rates and 
services, the possibility of a subsequent conversion to a stock issuing bank, and costs of conversion. 
See Conversion of Insured Credit Unions to Mutual Savings Banks, 70 Fed. Reg. 4,005 (2005) (to 
be codified at 1 2 C.F.R. pt. 708a). The NCUA interprets its responsibility to review the methods and 
procedures of the member vote to include determining that the member notice and other materials 
sent to the members are accurate and not misleading. Id. The NCUA’s authority to promulgate final 
rules regarding charter conversions is limited to rules that are; “( 1 ) consistent with the Credit Union 
Membership Access Act, Public Law 105-21; (2) consistent with the charter conversion rules 
promulgated by other financial regulators; and (3) no more or less restrictive than mles applicable 
to charter conversions of other financial institutions.” Id. The manner in which the disclosure was 
folded is the gravamen of the NCUA’s action irrespective of its spin that the real issue is one of 
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conspicuoiisness. At the time the current disclosure rules were enacted, the NCUA published the 
following comments: 

A converting credit union can provide information to its members regarding any 
aspect of the conversion in any format it wishes, provided all communications are 
accurate and not misleading. NCUA only requires that certain minimal information 
be provided in the notice to members....NCUA will continue to allow a converting 
credit union to communicate with its members as it sees fit, but will require that 
members receive a short, simple disclosure prepared by the NCUA...A converting 
credit union must include this disclosure in a prominent place with each written 
communication .... and must take specific steps to insure that the disclosure is 
conspicuous to its members. 

Id. at 4006 (emphasis added). The NCUA approved the format of the disclosure with the disclosure 
on one side of the paper and the response on the other side of the paper. The disclosure was, in 
effect, modified with the consent of the Administrator as provided. Id. Even the Administrator 
admits there were no folding requirements (CCU/AR at 00004. At argument, the Administrator 
stipulated that, but for the “folding issue,” the requirement of prominence and conspicuousness were 
met as to the notice. Prominent is defined as readily noticeable. Merriam W ebster’S Collegiate 
Dictionary, 10'’’ Ed. 1998). Conspicuous is defined as obvious to the eye or mind. Id. Sample 
mailings were included in the record. Regardless of how the paper was folded, once unfolded, 
ecu’s response pointed the reader to the NCUA’s required disclosure: “The disclosures provided 
on the reverse side are required by the NCUA.” In addition, CCU addresses each of the four 
categories required by the NCUA disclosure. Each category is separately listed in a smaller font than 
that of the NCUA’s required disclosure. The NCUA format is also enclosed in a box, which is not 
the case for the CCU response. On the surface, it appears that the NCUA’s disclosure was more 
prominent and conspicuous than CCU’s response. There is nothing in how the disclosure was 
folded which would make it less obvious than CCU’s response. The NCUA’s position that, by 
unfolding the dociunent, the reader would first see CCU’s response does not render the disclosure 
less conspicuous or prominent. The disclosure is in a bolder font, enclosed in a box and referenced 
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on the opposite side of the page for the reader's review. It is a disclosure in a format pre-approved 
by the NCUA -a disclosure on one side of a two sided document. 

The Court notes that neither the OTS nor the Comptroller have promulgated regulations 
requiring disclosures about the impact of a charter conversion to the public. Compare generally 1 2 
C.F.R. pt. 708a with 12 C.F.R. pt. 563b.l35; 12 C.F.R. pt 563b.l80; 12 C.F.R. pt 516.50-80; 12 
C.F.R. pt. 563b.235; 12 C.F.R. pt. 552.2-1 ; 552.2-6; 12 C.F.R. pt. 552.2-7 and 12 C.F.R. pt. 563.22; 
12 C.F,R. pt. 5.8; 12 C.F.R. pt. 5.32; and 112 C.F.R. pt 303.160 et. seq. CCU contends that 12 
U.S.C. § 1 785(b)(2)(GXi) only allows the NCUA to disapprove “the methods by which the member 
vote was taken or procedures applicable to the member vote.” There is no regulation on how the 
boxed disclosures must be folded or where they must be placed among the other disclosures 
provided. 

The Court has reviewed the briefs and materials, including a number of amici briefs filed by 
those with interests in the outcome of the Court’s ultimate decision. The parties have also presented 
their respective positions by oral argument. At oral argument, the parties agreed that the Court 
should confine its review of the agency’s action to the record. 5 U.S.C. § 706 provides for this 
Court’s review of agency action. The statute, in part, states that “The reviewing court shall: (1) 
compel agency action unlawfully withheld or unreasonably delayed; and (2) hold unlawful and set 
aside agency actions, findings, and conclusions found to be-{A) arbitrary, capricious, and abuse of 
discretion, or otherwise not in accordance with law....” 

As previously noted, the Administration gave its preliminary approval for the process which 
has generated so much controversy. Tab 19 to the record (CCU/AR at 0550) is the letter sent by the 
Administration to CCU. The Administration’s Regional Director, Jane Walters, states; “Based on 
my review of the revised dociunents, I am granting preliminary approval for the proposed methods 
and procedures applicable to the membership vote. As previously indicated, the NCUA continues 
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to reserve its right to object to the convetsioa process at its conclusion should the actual documents 

provided to the members or the procedures used differ from those explained in your letters or if the 

vote is not conducted in a fair and legal matter” (CCU/AR at 0550) (emphasis added). On May 1 3, 

2005, Walters notified CCU that it had failed to provide members with required disclosure materials 

in compliance with Section 708a.4(e) of the Administration’s regulations. According to Walters, 

the “boxed disclosure” requirements were folded improperly so members would not see the 

Administration’s notice first but rather would see CCU’s informational response to the boxed 

disclosure notice. Both items were contained on a single sheet of paper with the respective notices 

on the opposite page. There seems to be no dispute that CCU complied with the regulation except, 

as the NCUA argues, in the manner in which the compliant notice was folded. The Administration 

contends that the notice was not prominent or conspicuous because a member would not see its 

required notice first. The specific regulation involved provides as follows: 

(e) A converting credit union must include the following disclosures with each 
written communication it sends to its members regarding the conversion. The 
disclosures must be offset fium the other text by use of a border and at least one font 
size larger than any other text (exclusive of headings) used in the communication. 

Certain portions of the disclosures must be capitalized and bolded. A converting 
credit union may modify the disclosure with the prior consent of the Regional 
Director and, in the case of a state credit union, the appropriate state regulatory 
agency. 


The unmodified form of disclosure reads as follows: 

The National Credit Union Administration, the federal government agency that 
supervises credit unions, requires [insert name of credit union] to provide the 
following disclosures. 

1. OWNERSHIP AND CONTROL. In a credit union, every member has an equal 
vote in the election of directors and other matters concerning ownership and control. 
In a mutual savings bank, ACCOUNT HOLDERS WITH LARGER BALANCES 
USUALLY HAVE MORE VOTES AND, THUS, GREATER CONTROL. 

2. EXPENSES AND THEIR EFFECT ON RATES AND SERVICES. Most credit 
union directors and committee members serve on a volunteer basis. Directors of a 
mutual savings bank are compensated. Credit unions are exempt fl'om federal tax and 
most state taxes. Mutual savings banks pay taxes, including federal income tax. If 
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[insert name of credit union] converts to a mutual savings bank, these ADDITIONAL 
EXPENSES MAY CONTRIBUTE TO LOWER SAVINGS RATES, fflOHER 
LOAN RATES, OR ADDmONAL FEES FOR SERVICES. 

3. SUBSEQUENT CONVERSION TO STOCK rNSTITUTION. Conversion to a 
mutual savings bank is often the first step in a two-step process to convert to a stock- 
issuing bank or holding company. In a typical conversion to the stock form of 
owneiship, the EXECUTIVES OF THE INSTmJTION PROFIT BY OBTAINING 
STOCK FAR IN EXCESS OF THAT AVAILABLE TO THE INSTITUTION'S 
MEMBERS. 

4. COSTS OF CONVERSION. The costs of converting a credit union to a mutual 
savings bank are paid ft-om the credit union's current and accumulated earnings. 
Because accumulated earnings are capital and represent members' ownership interests 
in a credit union, the conversion costs reduce members' ownership interests. As of 
[insert date], [insert name of credit union] estimates THE CONVERSION WILL 
COST [INSERT DOLLAR AMOUNT] IN TOTAL. That total amount is further 
broken down as follows: [itemize the costs of all expenses related to the conversion 
including printing fees, postage fees, advertising, consulting and professional fees, 
legal fees, staff time, the cost of holding a special meeting, conducting the vote, and 
any other expenses incurred]. 

12 C.F.R. 708a.4. 


The evidence in the record indicates considerable correspondence fiom not only CCU but 
from the state regulatory agency noting the desire to comply with the boxed language requirements 
of the cited regulation. The Court notes that the boxed language requirement called for in the 
Regulation was copied almost verbatim in the notice sent out by CCU and included the required 
notations. 

In its letter dated May 1 3, 2005, the Administration states that it has determined that CCU 
failed to provide disclosure materials in compliance with Section 708a.4{e). (CCU/AR at 000437). 
The Administration states that if the violation is left uncorrected, it will disapprove the methods and 
procedures {Id.), (emphasis added). The Administration also states that it made it clear to the 
attorneys representing CCU that the boxed disclosures had to be on the “fi-ont” side so that the boxed 
disclosures are seen by members before the rebuttal side (Id . ). The Court notes that this requirement 
appears nowhere in the letters exchanged by the patties nor is there any specific rule which addresses 
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the folding requirement. Later on in the letter, the Director goes on to state that the Administration 
has determined that all ballots received are invalid notwithstanding its prior statement that it would 
only disapprove if the violation was left uncorrected (CCU/AR at 000438). As noted, on the third 
ballot the disclosure was folded differently, and the NCUA argues this resulted in a reduced 
percentage of those voting who favored conversion. The Administration takes this as proof 
supporting its position regarding disclosure. 

Under the Administrative Procedures Act, for the Court to have jurisdiction, the “final agency 
action” must be “an identifiable action or eveaVLujan v. Nat ’I Wildlife Fed’n, 497 U.S. 871, 899 
(1990). The NCUA’s letter dated My 11, 2005 qualifies as such an event or action 
(CCUARfOOOOOl). 

Arbitrary and capricious review focuses on whether an agency articulated a rational 
connection between the facts found and the decision made, and “[i]t is well-established that an 
agency's action must be upheld if at all, on the basis articulated by the agency itself.” Motor Vehicle 
Mfrs. Ass'n V. State Farm Mut. Auto Ins. Co., 463 U.S. 29,42-43 &S0 (1983). The Court must 
determine whether the agency action was based upon consideration of the appropriate factors. Id., 
at 42-43. 

Where Congress has delegated authority to an agency to make rules carrying the force of law 
and the agency’s interpretation of its governing statute was promulgated in the exercise of that 
authority, the Court applies the familiar two-step inquiry established by Chevron U.S.A., Inc. v. 
Natural Res. Def. Council, /nc., 467 U.S. 837, 842-43 (1984); United States v. Mead Corp., 533 U.S. 
218, 226-27 (2001). Under Chevron, the Court will not defer to an agency’s interpretation that 
contravenes Congress' unambiguously expressed intent. Chevron, 467 U.S. at 842-43, 104 S.Ct. 
2778. On the other hand, the Court must defer to a reasonable agency interpretation when the 
question is one to which the statute does not speak directly. See Id. Otherwise, the Court’s review 
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of agency action is governed by the familiar deferential standard established by the Administrative 
Procedure Act, 5 U.S.C. §§ 701-706(APA); the Court must set aside any agency action that is 
“arbitrary, capricious, an abuse of discretion, or otherwise not in accordance with taw.” 5 U.S.C. § 
706(2)(A). Under this standard, the Court must assure itself that the agency considered the relevant 
factors in making the decision, its action bears a rational relationship to the statute's purposes, and 
there is substantial evidence in the record to support it; but, the Court cannot substitute its judgment 
for that of the agency. Texas Oil & GasAss'nv.EPA, 161 F.3d923, 934 (5thCir.l998). The Court 
must uphold an agency’s actions if its reasons and policy choices satisfy minimum standards of 
rationality. Id. 

Under the first Chevron threshold analysis, the Court finds that the agency’s interpretation 
ofits regulation contravenes Congress’ unambiguous expressed intent Although the rules applicable 
to charter conversion shall be promulgated by the Administrator, such rules must be consistent with 
rules promulgated by other financial regulators and such rules shall be no more or less restrictive 
than those applicable to charter conversions by other financial institutions. 12U,S.C. § 1785(G)(1). 
The statutory amendments granted by the Credit Union Membership Access Act in 1998 did not 
empower the NCUA to govern the conversion of mutual savings banks. That is a field already fully 
occupied by another regulator, the OTS. The OTS has its own mandated disclosures. The NCUA 
may prescribe rules and regulations for the administration of Federal Credit Unions including, but 
not by way of limitation , the merger, consolidation, and dissolution of corporations organized imder 
its jurisdiction. 12 U.S.C. § 1766. The Act also provides that an insured credit union may convert 
to a mutual savings bank without the prior approval of the Board subject to the requirements and 
procedures set forth in the laws and regulations governing mutual savings banks and savings 
associations. 12 U.S.C. § 1785 (2)(A). 

In approving CCU’s vote, the OTS noted that the “disclosures” required by the NCUA were 
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potentially misleading (CCU/AR 000360). However, the OTS noted that the Administration’ s mis- 
statements were cured by CCXJ’s response on the opposite page of the required disclosure (Id.). For 
all purposes, there is no dispute as to how the vote was conducted, how and when voting materials 
were distributed, how disclosures were formatted, and the information provided. There is no dispute 
as to how the disclosure was folded. The Administration’s newly enacted regulation on disclosure 
has no counterpart regulation in the OTS. The conversion is subject to OTS approval. 12 USC § 
1785. The OTS approved the conversion. Once a conversion is completed, the credit union is no 
longer subject to Board authority. 1 12 USC § 1785 (2){E). Thus, CCU finds itself in a Catch 22 
position. An agency with no power to disapprove of the conversion prevents the conversion even 
when the regulatory agency responsible for approving the conversion has approved it. However, the 
NCUA’s power is limited to disapproving the methods by which the member vote was taken or 
procedures applicable to the vote. 12 U.S.C. § 1785(G)(ii). The methods by which the vote was 
taken were approved by the NCUA. The procedure for the vote was also approved. The required 
statutory notices were given. The vote was conducted in secret and verified by an independent party. 
The Court "must, of course, set aside [agency] decisions which rest on an erroneous legal 
foundation.” MJlff v. Brown, 380 U.S. 278, 291-92 (1965) (citation and quotation marks omitted); 
cf. FDA V. Brown & Williamson Tobacco Corp., 529 U.S. 120, 133 (2000). 

Here, the agency gave preliminary approval, reserving its right to object if the actual 
documents provided to the members or the procedures used differed from those explained by CCU’s 
counsel in prior letters which are part of the record. At the hearing, all parties agreed that the actual 
documents and language used did not differ from those approved and sent out. The Administrator’s 
letter dated March 1 5, 2005 underscores the fact that the methods had been approved subject to the 
actual documents being sent. Since the acmal documents were sent, any other construction or 
objection by the NCUA is simply erroneous and silly. Ifthe NCUA wished to micro-manage the 
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procedure to address how a single page should be folded, it could have either addressed that issue 
early on or complied with its statutory duties and administered the election rather than delegating 
its statutory duty to a third party. The statute is clear that the Administration shall administer the 
vote. See 12 U.S.C. § 1785 G(ii). Here, the NCUA relied on CCU to administer the vote through 
a third party while CCU was operating under what it perceived to be the ground rules based on 
extensive correspondence with the NCUA. Since the NCUA did not administer the vote, it should 
not be allowed to complain about the process. 

The record demonstrates that the NCUA first noticed the “folding issue” when it conducted 
an audit in early May. However, this was after the first two ballots had been sent out. Had the 
Administration been doing what it was statutorily charged to do early on in the process, it could have 
saved all parties, including CCU, much trouble, time and expense to correct a problem created by 
the NCUA. The Director has reserved to herself the right to “disapprove the actual methods and 
procedures applicable to the membership vote if the credit union fails to conduct the vote in a fair 
and legal manner." 12 C.F.R. 708a.5(c) (emphasis added). It would appear from a literal 
interpretation of the regulation that once the vote is conducted in a fair and legal maimer, the 
director, contrary to her assertion, has no authority or discretion to disapprove of the methods or 
procedures used in the vote. 

Section 708a. 1 1 provides for voting guidelines. Members carmot be improperly excluded. 
12CJ.R.708a.ll Membership lists should be accurate. Id. Members must be allowed to vote by 
written ballot or at a special meeting in person. 12 C.F.R. 708a.l 1. Special meetings for voting 
should accommodate those who wish to attend. Id. A credit union must also conduct its meeting 
under appropriate statutory or parliamentary guidelines. Id. CCU conducted the election in a fair 
and legal manner, and met every pre-mailing requirement imposed on it. The NCUA should not be 
allowed to disapprove a vote due to a situation caused by its own ineptness, which, when reviewed 
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from the entire record, is much ado about absolutely nothing. 

In the alternative, the Court finds that the action by the Administration is arbitrary and 
capricious. Although the Administration spends considerable time in its rejection letter on the 
positioning of the boxed disclosure, in final analysis, the NCUA’s position is that CCU failed to 
provide members with required disclosure materials in compliance vsdth Section 708a.4(e) 
(CCU/AR/000006). The record indicates that nothing could be further from the truth. The 
regulation provides that the credit union must include the required disclosure with each written 
communication. CCU complied. The disclosures must be offset from the other text by use of a 
border and at least one font size larger than any other text (exclusive of headings) used in the 
communication. CCU complied. Certain portions of the disclosures must be capitalized and bolded. 
CCU complied. 

In the review process, the Director takes it upon herself to determine whether the notice to 
members is accurate and not misleading. There is nothing in the Director’s letter dated July 1 1 , 2005 
that makes any determination that the notice was inaccurate or misleading. The agency’s 
determination was not only inconsistent with its own regulations, but under all the circumstances, 
it was arbitrary and capricious. 

To prevail on a motion for preliminary injunction, a party must show: (1) a substantial 
likelihood of success on the merits; (2) a substantial threat that the movant will suffer irreparable 
injury if the injunction is denied; (3) that the threatened injury outweighs any damage that the 
injunction might cause the defendant; and (4) that the injunction will not dis-serve the public interest. 
Affiliated Prof Is Home Health Care Agency v. Shalala, 164 F.3d 282 (5“’ Cir. 1999); Sunbeam 
Prods., Inc. v. WestBendCo., 123 F.3d 246 (S"" Cir. 1997). At the hearing, the parties agreed that 
the case should be determined as a final injunction on the merits. The standard for a final, permanent 
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injunction is the same as that for a preliminary injunction except that the Plaintiff must actually 
succeed on the merits. Amoco Prod. Co. v. Village of Gambell, 480 U.S. 531, 546 n. 12 (1987). 

The Court finds that Plaintiff’s request forfinal injunction should be granted. At the hearing. 
Plaintiff succeeded on the merits by demonstrating, to the Court’s satisfaction, that the NCUA acted 
arbitrarily and capriciously in failing to certify the member vote. CCU further demonstrated a risk 
of irreparable harm due to the fact that, without the NCUA’s certification, CCU cannot fairly 
promote itself or compete in an extremely competitive market as either a credit union or a mutual 
savings bank. The Court finds that the harm caused to CCU outweighs any damage that may stem 
from an injunction. Finally, the Court finds that an injunction best serves the public interest by 
upholding the CCU membership decision, reached in a democratic manner and in compliance with 
all statutes and regulations, to convert to a mutual savings bank. 

RECOMMENDATION 

Based upon the foregoing, the Court finds that Plaintiff’s Motion for Final Injunction should 
be GRANTED. The Court RECOMMENDS that Defendants be finally enjoined from requiring 
Plaintiff to conduct any further votes and that Defendants be ordered to certify the prior member vote 
for ecu’s conversion to a mutual savings bank. 

Within ten (1 0) days after receipt of the magistrate judge’ s report, any party may serve and 
file written objections to the findings and recommendations of the magistrate judge. 28 U.S.C. A. 
§ 636(b)(1)(C). 

Failure to file written objections to the proposed findings and recommendations contained 
in this report within ten days after service shall bar an aggrieved party from de novo review by 
the district court of the proposed findings and recommendations and from appellate review of 
factual findings accepted or adopted by the district court except on grounds of plain error or 
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manifest injustice. Thomas v. Am, 474 U.S. 140, 148 (1985); Rodriguez v. Bowen, 857 F.2d 
275, 276-77 (5* Cir. 1988). 
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Mr. Chairman and members of the Subcommittee, my name is Edward L. Yingling. I am 
President &. CEO of the American Bankers Association (ABA). ABA, on behalf of the more than two 
million men and women who work in the nation’s banks, brings together all categories of banking 
institutions to best represent the interests of this rapidly changir^ industry. Its membership - which 
includes community, regional and money center banks and holding companies, as well as savings 
associations, trust companies and savings banks - makes i\BA the lai^est banking trade association in 
the country. 

Thank you for the opportunity to present the view-s of the ABA on the issue of the ability of 
credit unions to choose the charter most appropriate to their current and future lines of business. The 
current conversion process is totally out of balance, with the balance tilted to those groups that oppose 
any conversion from a credit union for any reason. The Credit Union Charter Choice Act (H.R. 3206), 
introduced by Congressman Patrick McFfcnry with Representatives Gillmor, Johnson, King and Towns 
as original cosponsors, takes important steps to try to restore the necessary balance - a balance that 
Congress sought to achieve when it enacted the conversion provisions of the Credit Union 
Membership Access Act of 1998 (CUA'IAA). 

Many credit unions today have determined that it is in their interests to branch out into banUng 
activities and exercise bnaader banking pow’ei^. Unless the mission and the credit union charter are to 
be dramatically distorted to accommodate these credit unions, a fair and w'orkable path for credit union 
conversion to mutual banking charters must be cleariy established, 'fhai path is not workable today. 

Despite clear Congressional intent, the National Credit Union Administration (NCUA) has 
implemented rules that make it extremely difficult for credit unions to consider converting to a mutual 
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savings bank charter. Moreover, there now is an oi^anized group that opposes any conversion, 
regardless of its merits and the express intent of the elected Board of Directors of the credit union. 
This group has little or no connection to any particular credit union wishing to convert. The result is 
wide-scale confusion among credit union members. 

The ABA believes that balance once again needs to be restored to the credit union conversion 
process. The process must be straightforward and predictable, while providing credit union members 
with the information they need to make an informed decision. We commend the efforts of 
Congressman McHenry and support the goals and objectives of his proposed legislation. 

The existence of charter options is particularly important now as many credit unions have 
strayed from the central purpose of their charter — serving people of modest means — and are now 
focused on pursuing lines of business identical to mutual savings banks and commercial banks. We 
must never forget that credit unions were established for the specific purpose to serve people of 
modest means. This is not a parenthetical duty; it is their legal focus and mission. This is why credit 
unions have their special federal privileges. But wnih these privileges, there also come limitations. 
Distinct from traditional credit unions, a new-breed of credit unions has emerged that wants to serve a 
broad customer base, to do complex business lending, and to offer asset management services targeted 
at wealthier customers. Fortunately, there are other charters, such as a mutual savings bank charter, 
that provide greater flexibility with the effective and experienced supervision of traditional banking 
regulators, while at the same time preserving the mutual- member focus that credit unions find 
desirable. Unfortunately, the current skewed process makes it difficult for any conversion to take place 
and denies credit union customers the expanded products and services that would be available 
prudently under a bank charter. 

In my statement today, I would like to make three points: 


r- The mutual savings bank chartermay be a more appropriate option today for 
some credit unions, particularly for those that want to expand serv'ice to broader 
customer bases and offer business and commercial real estate financing. 


> Balance must be restored in the credit union conversion process. Today, the 
power is skewed to those groups that oppose any conversion, and NCUA, in particular, 
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has a history of impeding conversion through misleading and confusing disclosures. 
Ihe Credit Union Cfiarter Choice Act would help to restore the balance that Congress 
intended and castomei^ need. 


> As credit unions evolve and seek newlines of business, it is even more critical 
that a straightforward and predictable conversion process is in place. It is clear 
that some credit unions are evolving. They want to serve a broader customer base, to 
do more complex business and commercial real estate lendir^, and to offer insurance 
and brokerage services. 


'Fhc choice before Congress is either to destroy the basic concept and mission of credit unions 
by amending the law to expand the credit union charter beyond recognition and prudential bounds, or 
instead, facilitate the conversion of expansive credit unions to mutual savings banks. We believe this 
second option to be more consistent with preserving the traditional role of credit unions and 
maintaining a safe and well supervised financial s>siem. 

I will discuss these points in more detail. 


I. The Mutual Savings Bank Charter May Be a More Appropriate Option for 
Some Credit Unions 

Boards of directors of financial institutions have many options for charters. It gives them the 
ability to select the charter that best meets its future business plans and needs of its customers. Ail 
charters have different rights and responsibilities that need to be carefully weighed. 

Congress envisioned that credit unions would play a special role in today's financial marketplace 
in meeting the financial needs of people of modest means. Congressman Bill ITiomas, Chairman of the 
House Ways and Means Committee, reiterated this fundamental responsibility in a recent hearing: 

I am going to interpret the tax preferred structure as meaning servicing those who 

are unable, either through the structure that is present or geography, to get their 
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basic financial needs met. Today, that means low-income, minorities, racial, 
women, and so on; and not some “modest meaiK” that can’t be defined.' 


In order to make sure that the federal subsidy is focused on the right people, there are 
additional limitations on the credit union charter, including restrictions on busmess lending and field of 
membership. Moreover, the cooperative, mutual structure of credit unions means that they raise capital 
through retained earnings; they cannot raise capital from outside investors. Such a capital structure is 
fundamental to the credit union charter and is an integral part of the original credit union philosophy; a 
close-knit group where members’ savings support other members’ borrowing. 

Congress reemphasized the need for different charters during the debate on CU^'IAA. For 
example, Senator Craig Thomas (R-WY) commented: “As with every other federaOy chartered 
organization or institution, Federal credit unions must serve within that niche that is prescribed for 
them by law. I have cold my friends in the credit unions that there are certain advantages to the w^ay 
they are structured, certain advantages go to them as being cooperatives and being member-owned. On 
the ocher hand, there have to be, then, some limitations to the kind of things they can do.”^ As Senator 
John Kerry (D-MA) stated from the Senate floor, credit unions “were never intended to be simply 
alternative, tax-exempt corcunercial banks.”^ And speaking from the Senate floor during the debate on 
the Credit Union Membership Access Act, Senator Robert Bennett (R-UT) commented that his 
support for an amendment to limit credit union business lending “would send the public policy 
message that says: We want credit unions to remain in their traditional niche in the financial services 
area.”'* 

Recognizing that different charters enable different approaches to serving customers, Congress 
also made the way clear for credit unions to choose a new charter if they wanted to pursue activities 
that extended be)'ond the bounds of the traditional credit union charter. 


‘ Review of Oedit Union Ta.\ Exemption, Hearing before Tlie Committee on Wa)'s and Means, U.S. House of 
Representatives, November 3, 2005, pp. 190. 

- Congressiona] Record, July 28, 1998, S 9019. 

' Congressional Record, July 28, 1998, S 9095. 

Congressional Record, July 28, 1998,59013. 
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Mutual Saungs Bank Charter Option 

Mutual savings banks, on the other hand, have the flexibility to define their customer base more 
broadly, pursue greater business lending, and, through the creation of a mutual holding company, raise 
outside capital to support growth. However, with this expanded scope of activities available under this 
charter, conies the enhanced and experienced supervision of federal banking regulators. Mutual savings 
banks do not consider this to be inappropriate. Rather, mutual savings banks have done exceedingly 
well in meeting the needs of their customers and communities. These savings banks include those 
credit unions that have convened to a mutual savings bank charter. For convening credit unions, the 
new business and customer service opponunitics more than pay for the tax obligation and the more 
rigorous supendsion program they tal^ on. 

With respect to ownership and control and the rights of members, mutual savings banks and 
credit unions are basically similar. Qedit union members and the depositors at federal mutual savings 
banks have — 

r llie right to vote 

^ The right to amend bylaws 

> The right to nominate and elect directors 

> The right to request special meetings 

The right to communicate with other members 

r The right to inspect the corporate books 

> The right to share pro rata in the assets following liquidation. 

Credit Unions That Haix Co nix tied are Strong, Profitable and Gromng 

Nearly thirty credit unions have converted to a mutual savings bank charter in the last 10 years.’ 
As mutual savings banks, these institutions can continue to serve their existing markets — and seek 
new ones — while preserving the mutual structure, providing competitive loan and savings rates, and 
expanding the quality and variety of services they offer. The members, after conversion, continue to 
have the same mutuality rights as they had before conversion. 


^ This total includes 6 credit unioas that were merged into an existing mutual savings bank. 
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Moreover, these former credit unions are thrivbg. The success of the conversions is easily 
observed as the median annualized asset groiUh rate since their conversions is 21 percent. The 
fact that these converted credit unions pay taxes under the savii^ bank charter and are subject to more 
rigorous bank regulation has not hampered their success in meeting customer needs. Moreover, mutual 
savings banks remain member-focused. 

Herb Moltzan, CEO of BUGS Federal Bank, which converted to a mutual savings bank charter 
in March 1998, confirmed the value to customer of their bank conversion, hfe wrote that after the 
conversion “we were able to add services with no changes to our race and fee philosophy and were, in 
fact, so successful that w'e grew' rapidly and needed to raise additional capital.”'' 

Qiarter choice gives financial institutions die ability to select the charter that best meets their 
future business plans and the needs of their customers. For credit unions that want to go beyond their 
legal mandate while retaining their mutual structure — the choice is a mutual savings bank charter. 

I w’ould note that this door should swing both ways. While credit union to bank charter 
conversions have attracted a lot of intention, there have been several mutual savings banks that have 
converted to credit union charters, including Wisconsin-based Employees' Mutual Saving Building & 
Loan Association to EMSBLA CU in 1997 and New York-based Eastman Savings & Loan to ESL 
FCU in 1996. These institutions made their decisions based upon what they believed best met the 
future needs of their customers. Neither their regulators nor the banking industry blocked their right to 
choose this charter. 


11. Balance Needs to Be Restored in the Convereion Process 

The Credit Union Charter Qioice Act (HR. 3206) would help to restore the balance that 
Congress intended. This bill reaffirms that credit union members have the right to choose the charter 
that best fits their financial needs, if a majority of voting members believes the change is in their best 
interest. The bill would amend the Federal Credit Union Act to enable credit unions to speak freely to 
members, the general public, and the media regarding any conversion to a mutual savings institution, 
and prevent the National Credit Union Administration (NCUA) from requiring any notice that contains 
statements or information that is speculative, including assertions of possible future options of the 
converted financial institution that may or may not ever be exercised and that are beyond the 

Op-ed in Cmht Urion Tims on July 13, 2005. 
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responsibility or competence of the NdJA. Restoring balance is critical, as the NCUA has shewed the 
process heavily a^inst conversions. HR. 3206 will make the process fairer - by limiting the NCUA’s 
ability to exploit supervision of the conversion process to insert itself into the conversion debate of a 
particular credit union or stifle the ability of elected credit union officials to communicate with their 
members. 

The decision of a credit union to convert its chatter is extremely important. To mafe: an 
informed decision, membei^ need to have sufficient information on the merits of the proposed charter 
conversion. That information must be neither false nor misleading. Congress acted in 1998 to ensure 
that members are adequately informed, that appropriate dkclosures are made (consistent with 
disclosures required by banking regulations), that voting requiren^ncs are reasonable, and that there are 
safeguards against insider abuse.^ In spite of these statutory standards and in clear disregard of 
Congressional intent, NCUA niiemaking and prekredure continue to impede the process and add 
confusion instead of claric}', speculation rather than factual information. 


NCUA has a History of Impeding Conversions, Subverting the Democratic Process 


Overturned Voting Rule 

Prior to the enactment of the Credit Union Membership Access Act (CUMAA), NCUA 
required a majority of ail credit union members to vote in favor of a conversion, not just a majority of 
members voting. Under NCUA regulations, if a member did not exercise his or her right to vote, 
NCUA treated this as a “no vote.” This rule estabb'shed a hurdle that made conversions extremely 
difficult for smaller credit unions, effectively impossible for larger ones. Under a one-shareholder/ one- 
vote rule, few companies in America would be able to get a majority of persons to respond to an 
organizational question. With voter turnout rates in our public elections often below 50 percent, how 
many electoral contests would be nulbfied by such a standard? Congress in 1998 decided that such a 


Section 202 of CUIvlAiV amended the provisions of ihe Federal Ocdit Union Act ('‘Act") and required NQJA to allow an 
insured credit union to conven to a mutual savings bank or savii^s association "subject to the requirements and procedures 
set forth in the laws and regulations governing mutual savings banks and savings associations” [12 USC 1785(b)(2)(A)], 
Further, NCUA was empowered to require an insured credit unbn that proposed to convert to a mutual savings bank or 
savings association to submit a notice to the NQJA of its intent to convert during the 90-day period preceding the date of 
the completion of the conversion [12 USC i785^)(2)(D)X Once the conversion is completed, "the credit union shall no 
longer be subject to any of the provisions of the [Fedeia! Credit Union Act}" [12 USC 1785(b)(2)(E)], 
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threshold was too onerous. It changed the requirement for conversions to a simple majority of the 
members who vote. 


Proper Notice to Members 

Congress was also concerned that members be adequately informed. That is why Congress in 
1998 required a converting credit union to send three maiibgs of the ballot and disclosure notices to all 
members eligible to vote. “The first notice of the proposal shall be given to each member who is 
eligible to vote, 90 days prior to the date of the vote on conversion. Additional notices must be given 
to each member eligible to vote, 60 days prior to the vote and again at 30 da^s prior to the vote.”* We 
believe that in addition to timely notice, credit union membeis are entitled to proper information in the 
notice, information that lays out the relevant facts, free from requirements for unsubstantiated 
speculation on future actions or unfounded assertions of motives. 


Safeguards from Insider Abuse 

Anti-conversion advocates w-ould have people believe that credit union conversions to mutual 
savings bank charters are for insider enrichment. In fact, there is no transfer of net worth to insiders 
from conversions from a credit union to a mutual savings bank. Furthermore, the compensation of 
senior management remains a responsibility of the board of directors of the mutual just as it was with 
the credit union. 

To ensure that insider abuse does not occur, Congress put b place safeguards to protect the 
interests of members of the convertbg credit union. Section 202 of the Credit Union Membership 
Access Act “limits the economic compensation of any director or senior management official of an 
insured credit union that converts to a mutual savbgs bank or mutual savmgs association to director 
fees and compensation and other benefits paid b the ordinary course of business in connection with 
the conversion from a credit union to a mutual savings bank or mutual savbgs association.”’^ 

Whethera mutual savbgs association later elects to convert to a stock-based ownership 
structure — and most converted credit unions have not — is a matter of review for the Office of Thrift 
Supervision (OTS), not the NQJA. I would note that, if a mutual savbgs bank decides to issue stock, 


** Senate Report, 105-193, p. 9. 
Senate Report, 105- 193, p. 9. 
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the Office of Thrift Supervision carefully regulates the process to protect depositors’/ members’ 
interest, and that regulatory review has been increas«i in recent years. Specifically, 

> The Office of Thrift Supervisbn reviews the business plan of the converting institution, 
overseeing who is eligible to ejffircise rights to buy stock, and working to ensure no 
preferential treatment is given to management and insiders.'® 

> The OTS has full authority to delete any provision from the busbess plan that it viev^ 
as being either . . inequitable or detrimental to (the institution’s) accountholders.” ” 
Dividends are limited and also subjected to supervisory oversight.'^ No one person or 
group may purchase a controlling interest in the converted institution.'® 

Depositors control the fate of their institution. Depositors must approve the business 
plan (including how the subscription rights will be divided among accountholders, 
board members and staff),'* are entitled to subscription rights to purchase stock in the 
institution,'’ and are kept informed by an extensive process of disclosures that provide 
ample opportunity for their inpui.'^ 


Conversions No More or Less Restrictive Than Rules Applied to Other Institutions 

F^eihaps nowhere has the abuse bvNQJA been more blatant and had a more chilling effect on 
conversions than the onerous rules on disclosures - rules that go well-beyond those that apply in other 
conversions of financial institutions. Tbiese onerous rules are in direct contradiction of the law and 
clear Congressional intent. In particular, Congress instructed “the NCUA to promulgate rules ... 
applicable to charter conversions that are consistent uith rules promulgated by other financial 

>Ol2CF.R.§ 563b.ll5(20O5). 

12 CF.R.§ 563b.no (2005). 

12CF,R.§ 563b.520 (2003). 

» 12CF,K§ 363b.370 (2005). 

>-* 12C.F.R.S563b.225 (2005). 

12 C.F,R.§563b.360(2005). 

12 C.F.R § 563b.300-563b,310 (2003). 
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regulators including the Office of Thrift SupervKion and the Office of the Comptroller of the 
Currency. The rules for charter conversions bv insured credit unions must be no more or less 
restrictive than those rules that apply to charter conversions hv other financial institutions. ”^^ [emphasis 
added] 

Since the enactment of CUMAA, NCUA has interjected itself directly into the conversion 
debate. It attempts to substitute its judgment for those credit union members under the patronizing 
proposition that credit union members do not appreciate the effect a conversion may have on their 
ownership interests and voting rights and that if they did, ipso facto, they would never vote in favor of 
a conversion.’* 

Rather than improving transparency, however, NCUA’s regulations foment confusion, raise 
unsubstantiated concerns, present subjects outside of the NQJA’s jurisdiction, and raise allegations 
about matters not at issue in the vote, b^rold Lowraan, chairman of DFCU Financial Federal Credit 
Union’s Board of Directors, in announcing the credit union withdrawal of its application to convert, 
stated that "‘the limitations of the process have made it impractical to fully inform members. Further, 
the result has been unnecessary confusion and concern among our members.” 

Under the guise of “education” NCUA requires a that “a converting credit union must include a 
disclosure prepared by NCUA in a prominent place wh each tvriuen communication it sends to its 
members regarding the conversion and must take specific steps to ensure that the disclosure is 
conspicuous to the member.”” This also applies to web site postings. 


Senate Report, i05- 193, p. 9, 

In Febniar)' 2004, NCXJA amended part 708a to require a converting credit union to disclose additional information to its 
members to better educate them regarding the conversion. 69 Federal Register 8548, Feb. 25, 2004. 

i’ 70 Fed, Reg. 4005, Jan. 28, 2005. 
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The NationaJ Credit Union /ujmlnistration, the federai agency tiuit supervises crec^ unions, requires [insert rwns of 

credit union) to provide the toliewing disdosL^es 

1, OWNERSHIP AND CWTROL in a credit u«on. every meinbw has an equai vote in the election of directors andothar mat- 
ters concerning owrership atxJ control, in a m«ual savings bar*. ACCOUNT HOLDERS WITH LARGER BAL^UtCES USU- 
ALLY HAVE MORE VOTES AND, THUS. GREATER CONTIKH.. 

2, EXPENSES AND THEIR EFFECT ON RATCS AND SERVICES. cre(fit urtion directors and committee members serve 
on a wlunteer basis. Directors of a mutu^ savings bank are compensated. Credit unions are exempt from fectetai tax and 
meet state taxes. Mutual savmgs banks pay tcKCS. incNiding fedsraf income tax. If (insert name of crecKt union) converts to a 
mutual savir^s bank, these AODfTfONAL EXPENSES MAY CONTRIBUTE TO LOWER SAVINGS RATES. HIGHER LOAN 
RATES, OR ADDITIONAL FEES FOR SERVICES. 

3 SUBSEQUENT CONVERSION TO STOCK INSTITUTION. Conversion to a mutual savings bank Is often the first step in a 
fAo-step process to convert to a stock-f^iung bfHik « holdif>g conpany. In a typicat conversion to the stock form of ower- 
ship. the EXECUTIVES OF THE fNSTlTUTION PROFIT BY OBTAINING STOCK FAR IN EXCESS OF THAT AVAIUBLE 
TO THE INSTITUTION’S MEMBERS. 

4 COSTS OF CONVERSION. The ccftto of ccnvwtirrg a cretfit union to a mutual savings bank are paid from the credit union's 
current and accumulated earnings. Because accum^ed earnings are capital and represent msirttrers' ownership Interests in 
a credit union, the conversicn costs redcxce mentoers' ownership irterests. As of (insert date), (insert name of credit union] esti- 
mates THE CONVERSICHf WILL COST INSERT DOLLAR AMOUNT] IN TOTAL. That total amount is further broken down 
as follcws: [fremiza the cc6ts of aB expenses related to the conversicn toduding printir^ fees, postage tees, advertising, con- 
sulting and professional fees, legal tees, time, the cost hofding a Sfteciat meeting, conducting the vote, and any other 
expenses inci^red). 


These disclosures violate and contradict the regulations of other financial regulators, in 
contravention of CUMAA. This intrusion by the NCUA into the jurisdiction of other federal 
regulators, with no basis in statute or other applicable authority, is remarkable, in that no bank regulator 
requires similar disclosures for charter conversion questions involving its supervised institutions. 
Moreover, the subjective forniat and tone of the disclosures does little to promote thoughtful 
consideration of facts by credit union members. The effect of the box. the highlights, the capitalized, 
bold language, is to achieve one purpose, to encourage credit union members to vote against any 
conversion proposal, rather than encourage an unbiased, fair review. This is directly inconsistent with 
the will of Congress that conversion be a viable option. 

Furthermore, the mandatoiy- disclosures are themselves misleading. For example, consider the 
first bullet on ownership and control. As OIS noted in its certification of the Community Oedit 
Union, Plano, Texas, conversion: “While it is true that the standard federal mutual charter provides for 
one vote for each $100 (or portion thereof) of deposits up to a maximum of 1000 votes, it is extremely 
unlikely that even a depositor wnth 10(X) votes will have any semblance of “control” of the institution.” 
Ol'S notes that in this particular ca.se with over $1 billion of deposits, “a single account holder wiD have 
less than 1/ 10,000 of the institution’s voting power.” 

Additionally, the buUet is misleading regarding the potential conversion to a stock 

institution. Sixteen of 23 converted credit unions are still mutuals. The very requirement to discuss any 
single potential future action — when there are any number of potential future actions that can have an 
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impact on current credit union members — is speculative and deceptive in itself. Moreover, the OTS 
wrote in its Community Credit Union certifkation, the “OTS’s regulations strictly limit the amount of 
stock any executive may purchase in a conversion. In addition, executives cannot purchase any more 
stock in the conversion than any other member.” 

In short, rather than doing its duty to ensure a fair process, the NCUA has involved itself in the 
very debate and guaranteed an unfair process. Any credit union that published such a deceptive 
notice — except under direct mandate from the NCUA— could be vulnerable for providing misleading 
information to its members. 

Bear in mind that the statute requires that the NCUA look to other agencies in order to provide 
for a comparable process. The report of the U.S. Magistrate Judge in the Community Credit Union 
conversion suit against NCUA concluded that, “The Administiation’s [NCUA’s] newly enacted 
regulation on disclosure has no counterpart regulation in the OTS.” Tlius, NCUA is clearly not 
following the intent of Congress vdiich mandates that the rules for charter conversions by insured 
credit unions must be no more or less restrictive than those rules that apply to charter conversions by 
other financial institutions . 

Neither the OTS nor the Comptroller of the Currency (OCQ has such disclosure requirements 
for conversions of charter types (whether from a credit union or commercial bank to a federal mutual 
savings association or to or from a national bank charter).^® Comparing the rules promulgated by 
NCUA with those of the banking agencies clearly shows that the NCUA - by design - makes it more 
difficult and less likely for a conversion to take place. 


NCUA has Considerable Power to Prevent Conversions by Not Certifying the Vote 

Although NCUA is not an unbiased observer - and would suffer financially if a conversion 
occurs, particularly of a large credit union - it alone detenr^es if any notice to members is accurate 
and not misleading (12 CFR 708a.7{c)) and can refuse to certify a voie.^’ Tlie credit union could 


See 12 CP.R SS 543.8 - .89 and 12 CF.R. S 5.24(c0. 

NCUA’s operations are funded through examination/ supervision fees and transfers from the National Credit Union 
Share In.surance Fund (NCUSIF). Moreover, all federally-insured credit unions are required to hold an investment in the 
NCUSIF equal to one percent of insured deposits. If a credit union convens, they get back their one percent investment. 
This reduces the size of the insurance fund, though does not increase exposure as the convened credit union -would become 
insured by FDIQ not NCUSIF. It does, however, affea NCUA’s budget, and potentially the level of its supervisory, legal, 
and administrative staff. For this reason, it is not in the interest of the NCUA to allow credit unions to conven their 
charters. 
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undertake a new vote, but the costs of doir^ so are often so substantial that it would rarely occur. 

Thus, management will want approval bvNCUAof any written communication to members, because 
of the real fear that NCXJA might not certify the vote. 

NCUA can also delay conversions bydiaggit^ its feet. The management of credit union 
conversion candidates Lake Michigan Qedit Union and DFCU Financial were unable to respond to 
reporter or provide press information in a timely fashion, as they waited for NCUA approvals during 
the conversion process. Gamments by credit union officers made t^athout prior NCUA approval have 
reportedly been met with letters from NCUA criticizing the communication. These cases have had a 
chilling effect on any communication to members. Simply put, these credit unions were held hostage to 
an agency that drags its feet since it is not generally inclined to support any conversion. 

Meanwhile, parties that have a strong vested interest in opposing conversion have little 
restriction on the timing, frequency, or substance of their communications. This includes organized 
groups, that may not even be members of the credit union. With the management unable to respond 
to misinformation in a timely fashion, credit union members are left without adeqirate information to 
decide whether opponents’ allegations are true. 


Know When to Hold ‘Em, Know When to Fold ‘Em 

Nowhere was the NCUA’s improper use of its power more apparent than in 2005 when the 
agency tried to invalidate the conversion of two Texas credit unions, where an overwhelming majority 
of the members voted for the conversions. All the NCUA mandated disclosures were provided. All of 
the notice deadlines were set. NCUA’s objection was to the way the disclosure statement was folded. 
As Congressman Hnojosa (D-TX) commented in testimony before this Subcommittee on June 9, 
2005: “I find it odd that NCUA nullified the vote by [Community Credit Union] members to switch 
charters based upon how a document was folded, especially since there are no rules, regulations or 
guidance on how to fold such document.” Congressman Frank (D“M\), in a June 16, 2005 letter to 
JoAnn Johnson, Chairman of NCUA wrote: “This sees to me a hyper-technical interpretation of your 
agency's conversion regulations, and chat strikes me as an inappropriate basis to invalidate these 
elections.” Many others expressed the same sentiment. 

A Texas magistrate agreed that NCUA was being unreasonable regarding the two Texas credit 
union conversions and stated that pans of NCUA's regulation, adopted earlier in 2005, went beyond 
the authority of NCUA to regulate conversions from credit unions. 
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III. As Credit Unions Evolve, a Straightforward and Predictable Conversion 
Process is Critical 

As the credit union industry evolves, a bliurii^ of the line between banks and credit unions has 
developed. In fact, a new breed of credit union 1^ emerged that does not fulfill the traditional mission 
of serving people of small means, often focusing on above median- mcome people and commercial 
businesses, both of which have many options for financing. The common bond, where people save for 
and lend to one another, is often forsaken for rapid growth in numbers. Preserving the values of the 
traditional credit union charter has been a long-term priority for the Congress. Credit unions that seek 
greater product and service authority and want greater options to raise capital to support these 
expanded activities can and should choose a mutual savir^ bank charter, uith the broader authority 
and experienced bank supervision that comes wth it; this is the reason a straightforw'^ard, fair, and 
predictable convenion process is so important. 

'Ihe evolution of credit unions raises important policy questions. Are new-breed credit unions 
fulfilling their mandate to serve people of modest means? Do these non-traditional credit unions 
qualify for their special treatment, despite the fact that they no longer serve the purposes of their 
charter? If credit unions are not jneeting the responsibilities Congress created for their charter, why 
should Congress give them more authority to expand business lending and other activities through the 
proposed Credit Union Regulatory Irr^rovemem Act to depart even further from their mandate? At 
what point do some credit unions cease to be the t>pe of institution deserving of preferential 
treatment? 

We would respectfully suggest that the answers all point to a credible, fair, workable process 
whereby a credit union that wants to exercise bank powers should be able to convert to a bank charter. 
Without such a process, the only response to loda/s new breed of credit unions is to allow them to 
continue to abandon people of modest means while distorting the credit union charter into somethmg 
unrecognizable by the original authors of the credit union concept. 
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Introduction 

Chairman Bachus, Vice-Chairman Jones, and Members of the Committee, the Coalition 
for Credit Union Charter Options appreciates the opportunity to provide written 
testimony to your Subcommittee. Our organization is wholeheartedly in favor of H.R. 
3206. The Credit Union Charter Choice Act. 

The Coalition is an education and advocacy group formed to represent the interests of 
credit unions that want to preserve charter choice under reasonable rules and at a 
reasonable cost. We promote and defend the right of credit unions to choose the type of 
financial services charter and organizational structure that best suits the needs of their 
customers and the communities they serve. 

Our membership includes credit unions, former credit unions that have since converted to 
mutual savings banks, companies serving credit unions and banks, and individuals. 

Containment or Freedom of Choice 

Bank trade associations say they want to contain credit unions and hence they oppose the 
expansion of credit union powers. Likewise, credit union trade associations and NCUA, 
whose interests have come to appear indistinguishable, also want to contain credit unions 
by keeping them from converting. 

Yet, the credit union charter has no capital raising powers and faces other limitations. 
Thus, credit unions that want to grow face a legislative stalemate. 

As you know. Congress enacted H.R. 1 151, the Credit Union Membership Access Act, in 
1998, authorizing the conversion of a credit union to a mutual savings bank under 
streamlined rules. The legislation replaced NCUA's self-serving rulemaking of prior 
years. As a result, forward-thinking, growth-minded credit unions that do not want to be 
‘contained’ have an escape route. 
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Or should we say, HAD an escape route. 

NCUA Impediments to Conversions 

After five years of mostly even-handed supervision of conversions, NCUA, in 2003, 
began a campaign of excessive rule-making, capricious administration of the rules, and 
public relations antics which have undermined H.R. 1151. Effectively, NCUA has put a 
chill on consideration of conversion as a strategic option for credit unions. 

For example, some of you may recall that last summer, despite your objections, NCUA 
invalidated the conversion vote at two Texas credit unions because of the way a single 
piece of paper was folded. The credit unions were forced into court and thank goodness 
they prevailed. The federal Judge said NCUA was “arbitrary,” “capricious,” “silly,” and 
“inept.” Had the parties not settled, the judge would likely have invalidated NCUA’s 
entire set of over-reaching conversion regulations. 

One would think that after fierce criticism from Congress and a federal judge, NCUA 
would have learned its lesson about lacking objectivity and independence. 

Unfortunately, it only learned how to better maneuver its bureaucratic red tape and public 
relations tactics to once again stop a conversion attempt. This spring, a $1.8 billion credit 
union in Michigan was forced to withdraw its conversion application because of NCUA’s 
posturing against the credit union, its encouragement of a dissident member group, and 
quite frankly, its lack of objectivity and independence. 

Conflict of Interest at NCUA 

Money may be what is clouding NCUA’s judgment. 
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For example, in January, NCUA had to write a check to the two Texas credit unions for 
$17 million. This is the amount of their deposits in the National Credit Union Share 
Insurance Fund (NCUSIF), which NCUA administers. Today, NCUA keeps 60% of the 
interest earned on that money for its operating budget - about $500,000 for 2005, in the 
case of the two Texas credit unions. 

The Michigan check would have been $10 million. In addition, because this is a federal 
credit union, NCUA would have lost its $250,000 annual assessment - a potential 
$500,000 hit, in total. 

This, we think, is clear evidence that NCUA is conflicted. The agency also seems to be 
confused, since the law established by Congress in 1998 calls for conversion regulations 
to be “no more or less restrictive than rules applicable to charter conversions of other 
financial institutions.” 

Regrettably, that is not what we have today. 

Excessive Regulation 

For example, NCUA unwisely imposed speculative disclosure language in 2003, 
including statements about possible future equity offerings which violate Securities and 
Exchange Commission and Office of Thrift Supervision rules. Then, in early 2005, it 
added its infamous ‘boxed language,’ which the OTS has called “potentially misleading.” 

NCUA has a long history of opposing conversions. Congress had to rein the agency in 
with the 1998 legislation. For example, your 1998 law eliminated other ‘boxed language’ 
that NCUA had imposed on conversions in 1997. Yet, here is the same issue, back again, 
eight years later. Despite periodic changes among the members of the NCUA board, the 
meddling and lack of objectivity continue, which points strongly to intransigence on the 
part of its career bureaucrats. 


4 



198 


When a federal court admonished NCUA last summer, it was just the latest example of a 
third party looking closely at what’s going on in the credit union industry with charter 
conversions and finding the behavior outrageous. 

Here is a quick synopsis of NCUA’s poor behavior in past conversions: 

• Lusitania (1995) 

NCUA invalidated a majority approval in the first round of voting and subsequently 
required non-material changes to clear the disclosures it demanded for a second round of 
voting. 

• Affiliated (1998) 

NCUA’s regional director delayed action for almost nine months before responding to the 
application, claiming the region was too busy to address conversions. 

• Citizens Community (2001) 

Citizens’ first conversion vote was invalidated, although it received an overwhelming 
majority vote in favor, because not all the ballots were received within NCUA’s 
arbitrarily imposed, 30-day voting period. NCUA refused to permit a meeting 
adjournment, typical in many corporate situations, to allow more time for the ballots to 
arrive. Within a few days following the closing of the 30-day window, a sufficient 
number of additional ballots had arrived to meet the quorum requirement. NCUA also 
prevented the credit union from sending reminder notices to members, in order to 
improve participation, during the 30-day voting window. 

• Columbia (2003-04) 

NCUA invalidated the majority vote of this state-chartered credit union based in part on 
NCUA’s claim that some additional members should have received ballots - a matter 
subject to state law. NCUA’s ruling was contrary to a legal opinion from a local attorney 
who acts for state-chartered credit unions throughout Washington state. 
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• Lake Michigan (2004) 

NCUA stonewalled the clearance of a set of answers prepared by the credit union to 
respond to a television media inquiry, eventually leading to a damaging, one-sided story. 

• Community (2005) 

NCUA invalidated a majority vote based on how a piece of paper was folded in the 
member mailing. 

• OmniAmerican (2005) 

Just as it did with Community, NCUA invalidated a majority vote based on how a piece 
of paper was folded in the member mailing. Plus, after the Texas federal judge’s decision 
in the Community case, NCUA raised an additional issue pertaining to voting eligibility 
at OmniAmerican, similar to the Columbia case. The inquiry was dropped when the 
Justice Department pushed NCUA to settle both cases. 

• DFCU Financial (2005-06) 

NCUA refused to clear the credit union’s proposed Q&A language for member and 
media inquiries; postured about alleged inaccurate statements in the disclosures on post- 
conversion access to shared branches, after previously clearing them; claimed media 
statements by the credit union’s CEO were inconsistent with the disclosures; and 
contradicted DFCU’s statements about a potential recall of the entire board by declaring 
the Supervisory Committee would become an interim board - an outcome that many 
believe is not permitted under the Federal Credit Union Act. 

NCUA ’s Unnecessary Role in Conversions 

If NCUA is unable or unwilling to implement Congress’ legislation properly, then isn’t 
time to turn complete responsibility for conversions over to the OTS and FDIC? If 
NCUA won’t get the message, doesn’t it need to be removed from the process? After all, 
credit union-to-mutual savings bank charter changes are the only type of conversion not 
handled entirely by the successor agency. 
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Besides, the OTS and FDIC have much more experience with transactions requiring full 
and fair disclosure. Both have securities divisions which deal with such issues on a daily 
basis. 

NCUA and its friends at the credit union trade associations will tell you that money 
clouds the judgment of credit union executives who seek to convert to the mutual savings 
bank charter. They would have you believe that, without NCUA guarding members’ 
interests, the management and directors of converting credit unions will be free to help 
themselves to excessive compensation. These critics ignore the 30 years of management 
compensation rules in place at the OTS and the FDIC, both highly respected regulators. 
These are the same rules that apply to respected companies like Washington Mutual and 
World Savings. Quite frankly, the critics’ attacks on compensation are without merit and 
self-serving. 

There are all kinds of misleading arguments put forth by vested interests in the credit 
union industry on why charter conversions are bad for members. The fact is, they are bad 
for those vested interests. Generally speaking, they are good for members and their 
communities. 

It is ironic, actually. While arguing to Congress that credit unions are handicapped by 
charter limitations, the anti-conversion bureaucrats ignore the positive member and 
community benefits that flow from a conversion to the mutual charter - results that stem 
from the very powers they are lobbying to get for their own credit unions, such as higher 
business lending limits and more flexible capital standards. 

It is an indisputable mathematical fact that a mutual savings bank can hold more assets, 
accept more deposits, make more loans for its members, and do more for its community, 
than a credit union with an equal amount of net worth. 
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Nonetheless, the real issue is freedom of choice. The members should be allowed to 
decide for themselves about a charter conversion, which is what didn't happen in 
Michigan last month. 

Denying the Members Their Democratic Rights 

One of NCUA’s anachronistic bylaws permits the calling of a special meeting on just 500 
signatures, regardless of the size of the credit union. It allows a strident minority to run 
roughshod over the rights of the full membership. That is exactly what happened in 
Michigan as a small group led by former employees and directors, and financed by 
outside interests, launched an effort to remove the board of directors prior to the 
completion of the conversion voting. The Michigan credit union has 160,000 members 
who were effectively denied the opportunity to vote yes or no to a conversion. 

NCUA had a chance to modernize this bylaw, which is a throwback to the days of small, 
all-volunteer credit unions, at its most recent meeting last month. But it chose instead to 
leave it in place, making only an immaterial adjustment, thereby preserving the recall of a 
board of directors as a ‘secret weapon’ in the fight to undermine conversions. 

Shouldn’t members of modem credit unions, with hundreds of millions of dollars in 
assets and professional management, be protected from minority groups that rely on 
sponsorship from outsiders to promote extremist agendas? 

Such outdated governance, like the ‘secret weapon’ special meeting bylaw, can lead to 
safety and soundness concerns; and it is simply more evidence that some credit unions 
have outgrown their skin. We would propose a solution that many state-chartered credit 
unions have adopted, which requires at least 10% of the total membership to sign a 
petition for a special meeting. 
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Conclusion 

In conclusion, forward-thinking, growth-minded credit unions -- that do not want to be 
‘contained’ - have become trapped by NCUA’s arbitrary and capricious rulemaking and 
its draconian influence over the conversion process. 

Converting credit unions, and those credit unions that want to keep the conversion option 
open, are stranded. Facing the unfortunate prospect of being contained both by the banks 
anal NCUA, these ‘orphans’ have no one to turn to. 

The Coalition for Credit Union Charter Options supports H.R. 3206 and is appealing to 
this Committee to take action. The adoption of H.R. 3206 as presented will go a long 
way toward creating a fair and reasonable conversion process. Additionally, we would 
ask the committee to address the anachronistic federal credit union bylaw provision for 
special meetings and consider entirely removing a conflicted NCUA from the credit 
union-to-mutual savings bank conversion process. 

We urge you to protect the rights of these credit unions, and their members, from 
NCUA’s efforts to impede, and ultimately stop, conversions. 

Thank you for the opportunity to present our testimony to the Subcommittee on Financial 
Institutions and Consumer Credit. 

Yours truly, 

COALITION FOR CREDIT UNION CHARTER OPTIONS 


Lee Bettis 
Executive Director 
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Appendix 

The attached table documents the actions of NCUA in the conversion application by 
DFCU Financial of December 2005, leading up the withdrawal of that application in 
April 2006. 

That history is preceded in the table by a selection of events over the previous 24 months 
summarizing the actions of NCUA and Congress in connection with charter conversions, 
including the invalidations by NCUA of two Texas votes in 2005 which prompted the 
drafting of H.R. 3206. 

The Coalition for Credit Union Charter Options offers this record of events and outcomes 
in the history of conversions, together with our comments, as additional written testimony 
in support of the Credit Union Charter Choice Act, H.R. 3206. 
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The Independent Community Bankers of America^ is pleased to submit this 
statement regarding H.R. 3206, the Credit Union Charter Choice Act. We 
commend Rep. Patrick McHenry for taking a leadership role on this issue and 
appreciate Chairman Bachus’s willingness to hold this hearing. 

Summary 

ICBA strongly supports the right of a financial institution to choose the 
type of type of charter under which it operates. Recent actions by the 
National Credit Union Administration are nothing more than attempts to 
obstruct the right of a credit union to convert to a mutual savings bank. 
Credit unions should be free to convert and not be intimidated by an agency that 
seems to be intent on placing obstacles in front of institutions that seek to convert 
their charters. 

The McHenry bill seeks to prevent NCUA from improperly blocking credit union 
conversions by limiting the agency’s ability to require biased information to be 
included in a disclosure to credit union members. It would list the information 
that would be included, such as the reasons the credit union's board are 
considering conversion and a “brief statement of the material effects of the 
conversion....’’ The notice could not be “speculative with respect to the future 
operations, governance, or form of organization . . . that will result from the 
conversion....’’^ Thus; the bill addresses NCUA actions taken during the first half 
of last year. However, ICBA believes that, given NCUA actions taken since then, 
it may be necessary to further restrict the agency’s role in the conversion 
process. 

Credit Unions Shouid be Able to Convert 

Financial institutions’ ability to choose their charter is one of the key 
strengths of our nation’s diverse economy. Unlike other countries, we do not 
have a one-size-fits-all financial system. Our depository institutions have the 
ability to choose a national or state charter, as well as the ability to choose the 
type of charter. Each of these charters has their advantages and limitations, 
though all must meet safety and soundness and consumer protection standards. 

For years, the credit union industry has been attempting to retain its advantages 
- its tax exemption and its exemption from the Community Reinvestment Act - 


' The Independent Community Bankers of America represents the largest constituency of 
community banks of all sizes and charter types in the nation, and is dedicated exclusively to 
representing the interests of the community banking industry. ICBA aggregates the power of its 
members to provide a voice for community banking interests in Washington, resources to 
enhance community bank education and marketability, and profitability options to help community 
banks compete in an ever-changing marketplace. For more information, visit ICBA's website at 
www.icba.org. 

■ Section 2(a) 
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while systematically breaking down its limitations - especially limits on lending 
powers and the field of membership. 

Despite these efforts, a number of credit unions decided that they could better 
serve their customers if they operated under a mutual bank charter. As a 
representative of mutual banking institutions in thirty-five states, ICBA strongly 
supports the right of a financial institution to choose this charter. It is an option 
that all mutual institutions should be able to adopt without undue interference — it 
is a community charter that reflects the historical roots and community values of 
our nation. 

The fact that some credit unions have determined that a mutual bank charter is 
the best for their circumstances, despite the fact that they had to give up their tax 
and regulatory advantages, speaks volumes about its viability. 

NCUA Has Improperly Blocked Conversions 

Unfortunately, credit unions that are seeking to convert to another charter type 
face an unusual circumstance - a regulator intent on thwarting their business 
plans. Last year, in order to successfully convert their charters, two Texas 
credit unions had to hire lobbyists to make their case in Congress and taw 
firms to take their cases before the Federal courts. The issue centered on 
how they had folded disclosure documents required by the NCUA. The actual 
content of the disclosures were not at issue. Only after a federal magistrate 
determined that the NCUA had no justification for blocking the conversions did 
the NCUA relent and settle the case. 

Requiring credit unions that wish to convert undergo this sort of process makes 
no sense at all. Banks and thrifts frequently change charters without the aid of 
Washington lobbyists and high-powered litigation counsel. They simply follow 
the appropriate regulatory and internal corporate procedures. The chartering 
authority that they are exiting may not be pleased, but they do not interfere with 
individual transactions. 

ICBA believes that NCUA is exceeding its authority under Credit Union 
Membership Access Act (CUMAA) to oversee conversions by insured 
credit unions. Section 202 of CUMAA limits NCUA’s role in conversions to 
overseeing the “methods by which the member vote was taken or the procedures 
applicable to the member vote.”^ Congress did not intend for the NCUA to review 
and monitor information presented to credit union members concerning the vote 
or to insure that certain information concerning the vote is disclosed to the 
member in a certain manner. Instead, Congress wanted the NCUA to oversee 
the actual vote to make sure that it was conducted fairly. The converting credit 
union’s new regulator would have ample authority to determine whether or not 
the proper disclosures were made. 


^12U.S.C. 1785{b)(2KG)(ii) 
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NCUA’s action and restrictions violate the CUMAA requirement that any 
rules that are promulgated cannot be any more restrictive than those 
applicable to charter conversions by other financial institutions. We know 
of no instance of a banking agency imposing the kinds of rules NCUA has 
imposed or taking this type of action against an institution seeking to change its 
charter and its primary regulator. 

For example, the Office of Thrift Supervision rules on converting from a mutual to 
a stock form of ownership do not require an independent entity experienced in 
conducting corporate elections to conduct the conversion vote.'' NCUA’s 
requirement to have a third party teller responsible for all phases of the voting 
process is a costly requirement and one that will discourage credit unions from 
converting. The OTS rules also do not require that an updated, itemized account 
of the conversion costs be included in boldface in each and every written 
communication that is sent to a member. 

NCUA has not adequately explained why it is necessary that the proposed 
disclosures be a series of dire warnings of possible higher fees, higher 
loan rates, loss of voting control, and executives profiting from stock 
options at the expense of members. None of these disclosure requirements 
permit a converting credit union to list the benefits that can occur to a member 
upon a conversion such as additional products and services. NCUA concedes 
that often the disclosure information is overwhelming and that all it is doing is 
trying to further inform credit union members. But instead of informing credit 
union members, NCUA appears to be frightening them into voting against a 
conversion. 

For instance, the disclosure that executives typically profit from conversions by 
obtaining stock far in excess of that available to the members is not only 
misleading but an effort to play on the fears and emotions of credit union 
members that credit union executives are conspiring against them in an effort to 
enrich themselves. Similarly, the requirement that the converting credit union 
disclose an updated and itemized list of its conversion expenses every time it 
sends a written communication to its members is onerous and unjustified. The 
warning that additional post conversion expenses may result in higher fees or 
higher loan rates is another example of NCUA intimidating the credit union 
members into voting against a conversion. 


' See 12 CFR Sec. 563b.240, The rules do require the submission to the OTS of an opinion of 
counsel that the meeting was conducted in compliance with ail applicable state or federal laws 
and regulations. 
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These disclosure requirements are an attempt by the NCUA to obstruct the right 
of a credit union to convert to a mutual institution. The NCUA appears to believe 
that, in every case, mutuality is the first step in a corporate transformation that 
eventually results in a stock charter and that credit union members must be 
warned of this in a conversion. The mutual charter remains a vigorous, 
competitive, and innovative option for hundreds of banks in the United States 
who are very content with their choice of charter and have no desire to change it. 

NCUA’s Power Over Conversions Should be Limited 

Under CUMAA, NCUA’s oversight role is to be shared with, and verified by the 
Federal or State regulatory agency that would have jurisdiction over the 
institution after the conversion.® Once the conversion is complete, CUMAA says 
that the provisions of the Federal Credit Union Act no longer apply.® All of the 
federal banking regulators have adopted regulations that are applicable to 
conversions of institutions. In most instances, the federal agency that will 
supervise the surviving entity following the conversion and that receives the 
conversion application is the agency that reviews the disclosures to determine if 
inaccurate or misleading information was communicated during the conversion 
process. Therefore, when a credit union intends to convert to a federal savings 
association charter or a savings bank, the agency that receives the application 
and that will supervise the resulting financial institution is the one that should 
review the adequacy of disclosures. The NCUA’s role should be limited to 
monitoring the voting process. 

Instead of concentrating on the disclosures of converting credit unions 
that would only affect a dozen or so conversions every year, the NCUA 
should focus on improving the transparency and quality of the disclosures 
routinely given by federal credit unions. For example, credit unions should be 
required to file a Form 990 like other not-for-profit organizations, disclosing the 
compensation of their highest-paid senior managers. This would assist both 
credit union members with voting on slates of directors and potential members 
who are choosing a credit union. It would certainly have much greater overall 
impact than the proposed required disclosures for converting credit unions. 

H.R. 3206 Should be Strengthened 

H.R. 3206 addresses the problems that were apparent when it was 
introduced. By eliminating speculative and inflammatory “disclosures” and 
requiring the NCUA to approve a conversion “unless the Board determines that 
the conversion is being made to circumvent a pending supervisory action,” the 
bill would have reduced the need for the converting credit unions in Texas to 
incur extraordinary lobbying and litigation expenses. 


®12U.S.C. 1785(b)(2)(G)(ii) 
®12U.S.C. 1785(b)(2)(E) 


5 



217 


However, the NCUA is adjusting its tactics. Recently, Dearborn Federal Credit 
Union withdrew its application to convert to a mutual bank as opponents of the 
application began to publicly agitate against it, and NCUA prohibited the credit 
union from responding to any of the charges unless each response included the 
speculative and inflammatory disclosures it had already made. NCUA also 
posed a long series of “questions” about the application documents, making clear 
that a vote on the conversion would take place only after opponents had ample 
time to poison the well. 

Obviously, the NCUA was not chastened by its embarrassing loss in the 
Texas conversion cases. Instead, it will take earlier and more subtle - but 
just as effective - steps to block any conversion. Simply raising the lobbying 
and litigation costs may be enough in some instances. Bureaucratic delay will be 
just as effective in others. And, courts generally give agencies very wide latitude 
in interpreting their own statutes and in following their own procedures. 

Therefore, ICBA recommends that Congress consider taking additional 
action to that contemplated in H.R. 3206, including removing NCUA’s veto 
power over a conversion. This would provide treatment comparable to 
thrift and bank conversions. The Office of Thrift Supervision cannot block a 
Federal savings and loan association from converting to a state savings bank. 
Similarly, a state banking commissioner cannot stop a state bank from obtaining 
a national bank charter. ICBA believes that the law should not require both the 
NCUA and the new regulator to approve the conversion. NCUA should also not 
have the ability to veto a credit union conversion to a mutual bank charter. 

Conclusion 

ICBA commends Rep. McHenry for introducing H.R. 3206 and Chairman Bachus 
for holding a hearing on this important issue. This legislation is necessary to 
enforce the nation’s commitment to providing a choice of charters for 
depository institutions while maintaining safety and soundness and 
consumer protection standards. The National Credit Union Administration has 
repeatedly thrown up unjustifiable roadblocks against credit unions seeking the 
right to select the charter type that enables them to best serve their customers. 

In fact, since H.R. 3206 was drafted, NCUA has further hardened its stance. 
Therefore, ICBA recommends further strengthening of the bill to circumscribe 
NCUA’s role in the conversion process. 
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Mr. Chairman and members of the Committee, my name is Alan D. Theriault. 1 am 
President of CU Financial Services. Our organization supports efforts to enact H.R. 
3206, the Credit Union Charter Choice Act. 

Since 1984, CU Financial Services has helped credit unions with strategic planning and 
other forward-thinking projects. In the last 12 years, our firm has had a hand in the 
majority of the more than two dozen credit union conversions to the mutual savings bank 
charter and the mutual holding company charter. 

We also closely followed and supported the H.R. 1151 amendment by the U.S. Senate 
that ultimately reversed 1995 and 1997 rulemaking by the National Credit Union 
Administration (NCUA) that had been widely viewed as a self-serving attempt to stop 
credit union-to-mutual conversions. 

Conversion Statistics 


In the last 12 years, only 29 of 8,800 credit unions have elected the option to convert 
from a credit union charter. From the list, seven remain as pure, non-stock mutual 
institutions. Six have merged with other mutually owned institutions, allowing their 
members to benefit from a longer list of services and being part of a stronger and more 
competitive corporate family. 

Nine others have elected to access the corporate flexibility of the mutual holding 
company (MHC) structure, allowing the institutions and their members to benefit from 
expanded revenue sources and access to secondaiy capital. (The MHC structure involves 
reorganizing the mutual bank into a stock bank; however, the ownership of the stock 
bank remains under the control of a nonstock holding company which depositors 
control.) 
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Members of just seven credit unions voted to convert to a full stock operation; three of 
these were institutions under $60 million in assets, and all were located in highly 
competitive metropolitan areas. (The capital raised in the full stock conversion allows 
these institutions to address a highly competitive marketplace from a position of greater 
strength). While the depositor control of the MHC structure has strong appeal for former 
credit unions, smaller institutions may find it harder to justify the fixed cost related to 
MHC reorganizations because of the lesser amounts of capital raised. 

NCUA Overstepping Its Authority 

The main point of this hearing is to address whether NCUA has been overstepping its 
authority in regulating conversions. To put its actions in perspective, NCUA is only 
supposed to be ensuring the vote is carried out fairly, not second-guessing motives and 
acting as an adversary against the credit union’s leadership in order to guard member 
interests in some potential future transaction. I am sure these points will be expertly 
presented by others. 

However, from their choice of witnesses, it is clear the credit union trade associations, 
which are closely allied with NCUA on this issue, are going to make an emotional, even 
tearful, appeal that conversions are all about greed and imply the leaders of converting 
credit unions can’t be trusted to do what is best for their members. 

For 30 years, similar allegations have been made relative to mutual savings bank 
conversions by a few with a vested interest in maintaining the status quo or who promote 
certain social-political ideals. I will leave it to the Office of Thrift Supervision (OTS), the 
Federal Deposit Insurance Corporation (FDIC), and the Securities and Exchange 
Commission (SEC) to defend how well these three respected government agencies 
protect the consumer. Needless to say, under their expert stewardship thrift conversions 
have not generated negative public policy issues. 
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[n addition, the credit union witnesses may make a claim to this Subcommittee, as they 
have done in the trade press, that consultants experienced with credit union-to-mutual 
conversions have provided them with conversion briefings for their own credit unions 
that focused on insider benefits. Although we have been involved with the majority of 
conversions, I want to assure this Subcommittee that CU Financial Services is not the 
firm which has briefed these witnesses. 

In our view, based on what we read in the industry press reports, these witnesses have 
their facts wrong. Attached to this submission are several articles from the CU Financial 
Services web site - a site which contains hundreds and hundreds of pages of educational 
material and which discusses the manifold member and coramunitj' benefits in a 
conversion from a credit union. The attached selection of articles is a fair representation 
of our firm’s views on what credit union executives should be considering when they 
explore the merits of charter change. 

Credit Unions Are at a Crossroads 


1 would argue it is very important for credit unions to have the option of converting from 
a credit union. The credit union charter is a pressure cooker. Choking off the ability to 
exit the charter is like blocking a pressure release valve. It will increase the probability 
of systemic safety and soundness issues. 

As of the end of 2005, over 280 credit unions were classified with Camel 4 and 5 ratings. 
This group represented over 1.1% of credit union insured deposits, the highest number in 
a decade. Almost 1 5% of credit unions lost money last year and nearly 50% earned less 
than 50 basis points. Just last week, the Colorado state credit union regulator had to take 
over a $300 million federally insured credit union. The credit union appears to be a 
victim of margin pressures on the credit union industry, which it apparently attempted to 
solve by becoming an aggressive indirect lender. 
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Regrettably, there will be other credit unions in trouble, some possibly larger, even 
though these are pretty good economic times, and the banks and thrifts are doing great. I 
shudder to think what might happen in the credit union industry if we fell into recession. 

Since 1969, the number of credit unions has plunged from over 23,500 to 8,800 today. By 
2010, many analysts expect the number will be below 5,000. In contrast to the formation 
of over 640 new banks and thrifts in the last five years, only 42 new credit unions have 
opened for business, mostly community development credit unions with limited scope 
and scale. One is tempted to ask whether the credit union model is still viable for 
forward-thinking, fast-growing institutions. This is the question that gets progressive 
credit union managers thinking about their charter alternatives. 

Contracting margins, increasing operating costs, restrictions on capital accumulation, 
political pressure to reduce overdraft fees, declining interchange revenues, financially 
troubled corporate sponsors, and demands to be more responsive to low- and moderate- 
income populations are among the pressures which challenge the status quo for 
progressive credit unions. As might be expected, responses to these very real pressures 
are varied. 

Many credit unions have liquidated their credit card portfolios to boost capital and 
income as a short-term fix. Many just merge themselves out of existence - at the rate of 
one a day. Others are trying to retard margin contraction by aggressive diversification 
into higher yielding real estate loans, commercial loans, across-the-countiy commercial 
loan participations, and third-party-originated auto loans (both prime and non-prime). 
The percentage increases in these non-traditional types of lending are double digit, yet 
one wonders if NCUA is learning to regulate these new risks at a double digit rate. 
Clearly, NCUA has plenty to do in focusing its efforts on credit unions that want to stay 
credit unions, rather than spending its time, resources and political capital on trying to 
impede a few credit union conversions. 
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In conclusion, 

• We are not asking you to tax credit unions, although doing so would ultimately 
take a lot of pressure off your fax machines generated by the industry’s “grass 
roots" lobbying; 

• We are not asking you to let state legislatures tax federal credit unions, although 
doing so would increase their sales tax revenues and takes some stress off state 
budgets; 

• We are not asking you to combine NCUA with OTS - which one could argue 
should be done given the meteoric rise in mortgage lending and commercial loans 
at credit unions and NCUA’s lack of regulatory experience with those types of 
lending, because its historic specialty is rooted in car loans; and 

• We are not asking you to merge the National Credit Union Share Insurance Fund 
with FDIC, although some argue the move would improve productivity and 
reduce systemic risk. 

What we are asking is to scale back NCUA’s over-reaching administration of the 
conversion law in H.R. 1151, which has buried the law’s intent under an avalanche of 
excessive and capricious rule-making. 

NCUA has a 12-year history of opposing conversions. Congress had to rein the agency in 
with legislation in 1998, A federal court admonished NCUA in 2005. And now, here we 
are again. In our view NCUA is not ever going to get the message about sticking to the 
limited role Congress had intended for it in conversions; the opposition is ideological and 
deep-seated in NCUA’s bureaucracy, which has no fear of Congressional reprimands. 
NCUA needs to be removed from the process, and H.R. 3206 is an important step in that 
direction. 
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A current list (updated April 28, 2006) of credit unions converted or pending, plus 
credit unions merged with Mutuai Savings Institutions. 




Credit Union 

State 

Ciurent 

Corpcffate 

Fonn 

,\nnualized 

Asscts(milhons) .Asset 

Pre-conversion 9/30/05 Growth 

Conversion 

Date 




Non Stock Institutions - 

(Pure Mutuals) 



1 


@LANTEC Financial 

VA 

Munial 

85 

106 

14% 

1/12/04 

2 

* 

Carolina Federal 

SC 

Mutual 

16 

80 

64% 

8/1/99 

3 


Community CU 

TX 

Mimial 

K40C 

l,40C 


1/2/2006 

4 

‘ 

OmniAmerican CD 

TX 

Munial 

l,20C 

1,20C 


1/2/2006 

5 

• 

Share Plus 

TX 

Mumal 

150 

175 

16% 

10/1/04 

6 

• 

CU of the Pacific 

WA 

Mutual 

141 

198 

17% 

5/19/03 

7 

• 

Washington's CU 

W’A 

Mutual 

262 

257 

-2% 

3, ■'31/04 



Non-Stock MHC with Subsidiary Stock Thrift (Hybrid) 





Cteposilors Own & Control the MHC (MHC/s = 

Institution has issued public shares) 



8 

• 

Atlantic Coast 

GA 

MHC/s 

321 

717 

21% 

11/1/00 

9 

• 

AGE FCU 

GA 

MHC-/S 

269 

345 

7% 

7/1/01 

10 

• 

AWANE Bank 

NH 

MHC/s 

10 

77 

70% 

5/1/96 

11 

• 

Beacon Federal 

NY 

MHC 

155 

473 

32% 

7/1/99 

12 

• 

Citizens Community 

Wl 

MHC/s 

102 

245 

37% 

12/10/01 

13 

• 

Community SchoolS'^'^ ^ 

MHC 

41 

46 

7% 

1/1/02 

14 

• 

Kaiser Federal 

CA 

MHC/s 

190 

684 

43% 

11/1/99 

15 


Lusitania SB, FSB 

NJ 

MHC 

55 

172 

21% 

9/1/95 

16 

• 

Ohio Central Federal 

OH 

MHC/s 

29 

60 

14% 

6/1/98 




Full Stock Institutions 







(Former CU Members have liquidation account) 



17 

• 

Affiliated Federal 

TX 

Stock 

9 

101 

137% 

6/1/98 

18 

• 

Allied Pilots 

IL 

Stock 

82 

145 

19% 

9/i/OI 

19 


BUGS Federal 

MD 

Stock 

58 

133 

17% 

3/1/98 

20 

• 

LG. A. Federal 

PA 

Stock 

160 

560 

34% 

7/1/98 

21 

* 

Pacific Trust 

CA 

Stock 

224 

734 

39% 

1/1/00 

22 

* 

Rainier Pacific 

WA 

Stock 

383 

787 

22% 

UUOi 

23 


Synergy Financial 

NJ 

Stock 

182 

940 

55% 

5 i'^'S 



Credit Unions in the Process of Converting 



24 

a 

Pending '' 


Mutual 

15C 

15C 


Pending 

25 

• 

Pending 


Mutual 

15C 

150 


Pending 



Total (excl pending) 



7,624 

11,735 




Credit Union Mergers with Banks 


26 

AAL 

Wl 

37 

Merger 

6/30/01 

27 

AAL Member 

Wl 

177 

Merger 

6,'30/01 

28 

* Caney Fork Coop 

TN 

0 

Merger 

11/1/00 

29 

* Professional Teachers 

TN 

1 

Merger 

7/1/01 

30 

* Roper Employees 

SC 

7 

Merger 

3/1/01 

31 

* Salt City Hospital 

NY 

8 

Merger 

3/1/03 


* Advised by one or several conversion network members 


© Copyright 1996-2005, CU Financial Services, 1-800-649-2741 
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Solid Benefits & "CU Handcuffs" 

Lead Some to a Bank Charter 

By Alan D Thenan'l f^residenf, CU Financial Services 

The federal mutual savings institution 
charter offers capital and corporate 
structure advantages and removes 
limits on certain products, potential 
customers and marketing 
effectiveness. 

Credit unions convert to a bank charter 
because of pain or opportunity. Capital 
issues, product limits, and poor 
consumer awareness create pain. 
Expanding service to a growing 
community, filling voids left by banks 
and credit unions, and maximizing personnel and infrastructure 
potential provide opportunities. 



Conversion applicants correctly reason that the credit union's 
members and the fiiture growth of the institution requires an 
unrestricted customer base and expanded products that will include an 
increased emphasis on real estate lending and business lending. The 
federal mutud bank charter encourages both and offers capital and 
corporate sfructure advantages. Some also convert to remove 
inartceting impediments related to the credit union charter and to 
avoid the public relations and political risks of staying in the credit 
imion system. 



Many credit unions, especially community chartered ones, are now 
facing the impact of limits on business loans and the fact that PCA 
requires them to carry 40% more capital than banks. As operating 
margins narrow - credit unions must grow in order to generate the 
earnings to pay the bills - during these low interest rate times the 
issue is magnified. 

The following benefits prove that a bank charter Is a solution - 
available now - for credit unions that want to better serve their 
members, communities, and grow their franchise: 

Capital Advantage - It's been said that credit unions pay a hidden 
tax which is evident by the fact that to be well capitalized a credit 


http;//www.cu.financial.com/whyconv.shtm! 
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union must maintain a 7% capital ratio versus a bank’s requirement of 
only 5%. Competition and economic conditions are putting pressure 
on margins while increasing costs will shrink tite bottom iine. The 
future will require utilizing more leverage (asset growth) in order to 
maintain member benefits. To illustrate die disadvantage, consider 
that a bank with $50 million in capital can grow to $ 1 billion and be 
well capitalized, while a credit union must stop growing at around 
$700 million. The bank’s $300 million asset advantage not only 
translates into earnings to handle the tax obligation, but the 
community benefits from the impact of more lending and services. 
Directors, management, and staff benefit from higher growth 
opportunities and greater compensation tied to asset size. 

In addition to retaining earnings, banks have many ways to increase 
regulatory capital empowering them to expand services to members 
and the community, including loans, branches, employment, and 
deposits products. For example, in August, Pacific Trust Federal, a 
former credit union, raised almost $65million in regulatory capital in 
a member approved IPO. The additional capital allows it to grow 
from $300 million to $2 billion, thus seeding a significant boost to the 
local community . As a credit union - even if other impediments were 
lifted - growing to this level of service would require over a decade of 
retained earnings. 

Consumer Awareness - Consumers understand the business of a 
bank, but most are confused about credit union capabilities. Credit 
union sponsored studies on both sides of the country prove that much 
needs to be done to improve consumer awareness. Consequently, 
gaining solid market share and correcting these negative perceptions 
could take decades. Meanwhile, as credit unions become more active 
within communities, they need to serve municipalities, nonprofit 
corporations, immigrants, business owners, and other legal entities. 
These customers provide valuable demand deposits to support 
emerging business models, however, many just refuse to do business 
with a credit union. 

Product Flexibility - Banks are able to offer a wider range of 
products - including real estate and business lending - products in 
high demand by our communities. The bank regulators understand 
this type of lending, encourage it, and field examiners are experienced 
at addressing such concentrations. Credit unions, however, face 
portfolio restrictions and a capital haircut because of real estate and 
business lending, as well as inexperienced examiners since NCUA, 
historically, has been focu.sed on examining consumer loans - like car 
loans and unsecured loans. Investment flexibility is also a benefit 
w ith a bank charter - a wider range of permitted investments helps 
boost yields and provides better service to local communities by 
diversification into municipal bonds and tax advantaged investments. 

Corporate Governance Issues - Just 1,000 credit unions control 
75% of credit union assets. Many over $100 million in assets are 
complex fast growing institutions. The bank charter supports the risk 
taking and growth with a director compensation and retirement plan 


http://www.cuflnancial.com/whyconv.shtml 
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structure that attracts a motivated and sophisticated directorate. As 
banks and credit unions consolidate, in Edition to being able to offer 
compensation to directors of target credit unions, other consolidation 
and expansion tools are provided, like holding companies, operating 
subsidiaries, service corporations (like CUSOs), real estate 
investment trusts, and trust preferred securities. Although some 
criticize the director compensation plans that are available after 
conversion, it is worthy to note that many cooperatives and non- 
profits - like charities and hospitals - compensate their directors. 

Unlimited Field of Membership - The bank charter offers an 
unlimited field of membership which helps make marketing efforts 
more effective and supports bank and branch acquisitions and 
mergers with credit unions and banks. The federal charter also 
supports nationwide activities. 

Public Relations and Political Risks - The unmeasured risk of 
political and public relations fallout also factors into the bank 
conversion decision prc^ess. Although safeguards exists, the failure 
of a large credit union, whether linked to a sponsor bankruptcy, loan 
or investment concentration issue, or an internal control failure will 
have negative ramifications for all credit unions, much like the impact 
of recent credit union debacles in Mexico, Japan, and Korea. The fact 
that some credit unions are not federally insured is a blemish in the 
minds of those that remember the collapse of private insurance in 
Rliode Island and other states. 

On another note, NCUA is woricing overtime to make credit unions 
look like the savior of the inner city and the economic partner of low 
income and disadvantaged people. The flip side of the NCUA public 
relations bet, however, could lead to credit unions being viewed as a 
group that is merely exploiting those in “need” in order to profit from 
a tax subsidy. Consumer groups and community activists have their 
eyes on credit union capital and obtaining credit union funding will 
be part of their business plans. If NCUA's threats fails to get credit 
unions to respond to the call to “serve the underserv ed” you can bet 
these groups will put credit unions in the headlines. 

In addition, unlike 1998 when HR-1 151 was being debated, massive 
budget deficits prevail, and many powerful credit union allies have 
retired from Congress. Increasing revenues and closing tax loopholes 
will be a popular topic in Washington, DC and in state capitals. Tax 
advocates are likely to picture decaying grammar school buildings 
next to shinny new credit union office buildings as teachers appeal for 
more money and argue that large credit unions should pay taxes to 
benefit both schools and homeland security. Although nobody likes to 
pay taxes, management of credit unions in Canada and Australia and 
at $274 billion TIAA-CREFF. a college professor retirement 
organization, argue the benefits gained by accepting this social duty is 
worth the cost. Taxes are managed like any other business expense. 

Although efforts are being made to correct charter impediments, hope 
is not a sound business strategy and building a business model that 


httpiy/ww^w-cufinanciaLcom/whyconv-shtm! 
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depends on a tax subsidy is risky. The CU trades promise reg relief, 
new powers, a better infonned regulator, and want to educate 
consumers about the credit union model; but competitive pressures 
will not allow a progressive institution to be complacent and live by 
the status quo. One session of Congress is like a lifetime in the 
financial services business and the snail’s pace that bankruptcy 
reform moved will look like lightning compared to new credit union 
legislation. And, when the Bill hits the ft-esident’s desk, credit unions 
may only gain a few new powers, but face taxes and be handcuffed to 
an out dated charter with new markings of a social service agency. 

Switching charters is a common practice among financial institutions 
as their mix of business or goals change, or when a more supportive 
charter or chartering state is uncovered. Competitive pressures and 
member requirements demand efficiency and flexibility. A focus on 
providing quality services to members and communities rather than 
wasting energy debating field of membership issues and m^ing 
excuses for a tax exemption is imperative. A. progressive institution 
must seek a charter that supports its mission rather than modify a 
mission just to fit a charter. Converting solves many problems, 
relieves the pain, and provides dynamic new opportunities. 

For more information about the mutual bank charter, the stock bank 
charter, raising regulatory capital, bank holding companies, and other 
progressive growth strat^ies contact the authors, Al an D. Theriault. 
President, CU Financial Services, at 800-649-2741; or Robert Freedman, 
Esq., Silver, Freedman, & Taff, at 202-295-4502. 

Ss£kJ:oJQR 

© Copyright 1996-2005, CU Financiat Services, 1-800-649-2741 
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is a public offering of shares, to which the fomier credit union’s 
members have first right of refusal up to a certain limit. But because 
not all members will choose to participate, or participate to the same 
degree, the ownership composition of the institution will be 
immutably changed. 

What may make more sense for some credit unions contemplating a 
charter change is the mutual holding company (MHC). Under this 
option, the members’ ownerehip rights in the credit union are 
converted to ownership rights in a non-stock holding company. 

The MHC, in turn, will own the shares of a bank holding company, 
which can sell stock to raembere of the institution and the community 
up to 49% of the capitalization. It is this stock-based holding 
company that would own the stock-based operating thrift, plus any 
number of subsidiaries for mortgage lending, insurance, securities or 
other businesses permitted and fitting the institution’s objectives, in 
the same way a credit union owns a CUSO, which is stock -based, the 
co-operative operating philosophy is filtered downw-ard. Control is 
maintained. 


Without selling any stock, the MHC can raise capital in other ways. 

It can arrange a commercial loan at the stock holding company level 
or organize a non-voting trust to offer shares to institutional 
investors. The proceeds are pushed downstream to create core capital 
in the subsidiary bank and for the support of its operating companies. 


Keeping the voting rights at the top level - still in the hands of the 
original members — allows the institution to retain its co-operative 
philosophy, community focus, management team, directors and 
culture. 


“It’s 

really 

the 

best of 
both 
worlds,” 
claims 
Alan 
Theriaultj 
president] 
ofCU 
Financiafl 
Services.] 
a credit 
union 
consultinj 
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firm specializing in charter conversions. “The mutual holding 
company is depositor-owned and non-stock, allowing the members to 
keep control. Two levels down, management can raise all the capital 
it needs to pursue its business strategy and opportunities, without the 
same burden faced by managers of public companies in answering to 
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stockholders. Stock-based compensation programs transition this 
hybrid into a member and employee-owned cooperative, thus 
capitalizing on superior consumer attitudes toward both of these co- 
operative business structures.” 

In conclusion, expansion-minded credit unions exploring a charter 
conversion have four primary options: community credit union; 
mutual savings bank; stock-bas^ bank; and mutual holding 
company. The community charter addresses the field of membership 
problem. But it still leaves die CU stuck with severe limits on its 
powers and forced to build capital at a snail’s pace. The mutual 
savings bank option lifts the limits on activities such as real estate and 
commercial lending. But building core capital is mostly limited to 
increasing retained earnings and other capital strategies efficient for 
large institutions only. 

Converting to a publicly traded, stock-based institution offers broad 
powers for product diversification and opens the doors wide to 
capital. But it strays from co-operative roots, and some critics feel 
that demutualization amounts to disenfranchisement of some 
members. 

On the other hand, moving to a mutual holding company - a hybrid 
structure that combines co-operative ownership with capital-raising 
powers - is a neat balancing act. You can serve your members and 
build the strength to serve the community at large. Mergers and 
acquisitions are also facilitated. 


This scenario held 
true for HeritageBank 
of the South, a $340 
million-asset bank 
that started life as 
AGE Credit Union of 
Albany, GA. After a 
successful conversion 
in 2001, the new 
bank’s growth 
blossomed, 

particularly in mortgage lending and commercial banking. In 2002, it 
reorganized under the mutual holding company structure, Len 
Dorminey is president and CEO of Heritage Financial Group, a stock 
holding company (owned by a non-stock MHC) that owns 1 00% of 
the stock of the bank. A strategy of measured, well-grounded growth 
has given Heritage a strong foundation for future expansion in people, 
systems and infrastructure. Len explains; '"We’ve built tried and true 
best practices and w'e know they work. We have a lot of expertise we 
can replicate and share, if others want to join us.” 

With 9% capital, and access to more. Heritage Financial is well- 
equipped to explore mergers with credit unions attracted by the 
possibilities of a mutual bank charter. And this course of action is a 
bold new alternative to the typical CU-to-CU merger. On top of their 
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operating efficiencies and deep talent pool, progressive mutuals like 
Heritage allow the merging entity to retain its board of directors, 
corporate identity and co-operative philosophy. 

Across the credit union system tod^, there is an abundance of news 
and comment about conversions past, present and future. 

Unfortunately, there is much misinformation, some of it politically 
motivated. For any credit union contemplating a conversion to 
mutual savings bank status, which ! believe is one of the most 
revolutionary and exciting opportunities ever made available to CUs 
for achieving successful growth, it pays to deal with experienced 
professional advisors. If you think you’ll need regulatory capital in 
the next few years, call CU Fin^cial Services at 800-649-2741 today. 


Back to lop 


© Copyright 1996-2005. CU Financial Services, 1-800-649-2741 
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Footnotes: 


• Tne table illustrates the huge differences possible by converting to a mutual 
savings bank. Column "A“ illustrates a hypothetical credit union with $50 million 
In regulatory cental. Column "B" indicates that with the same level of capital a 
non-stock mutual savings bank can outgrow credit union assets by almost $300 
million because bank regulabons support higher levels of growth per dollar of 
capital; Column "C illustrates $1.5 billion more growth possible by utilizing the 
mutual tioldiryg company structure (MHC) and a $75 million minority member 
stock offering. Members continue » control the non-stock mutual holding 
company, The MHC structure preserves the ownership and control of the 
institution. A MHC cannot be sow or taken over. It can, however, merge with 
another mutual or MHC and it may acquire banks or merge credit unions, TTtis 
opportunity is nert available to a credit union. 


• Row 6 illustrates the much higher bank lending capacity in the amount of $203 
million and $1.3 billion respecUSvely. Invested in the community infrastructure, 
these loans would have a powerful impact on job creation ar>d related 
community tenefits, like home ownership and ^alt business development. 
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• Row 7 & S illustrates the additional rev«iues from higher loan volumes per 
dollar of net wortti (capital); and impact of a bank's historical investment 
portfolio yield advantage. Mded together (line 9) they illustrates that 
substantia! revalues become avaitattfe for paying taxes, adding member 
benefits, managing incidental cosK and conbngendes (like conversion cost), and 
to pay stock dividends. Row 7 does not consida" the more profitable loan mix 
possible as a bank, which would result in highe* revenues. 


• Row 10 illustrates manning an in^tution to a 1.0% after-tax ROA. 


• Row 11 illustrates the $20.1 mitiion annual additional member benefit as a 
mutual and an additiran^ $75 million annual benefit as a MHC. These additional 
benefits are available to pay taxes, incid&itai costs, stock dividends, increase 
retained earnings, and expand and improve twanches, technology, and delivery 
systems or for memter cfistribubon m toe fottn of higher yi^ds or lower loan 
rates. Row 12 illustrates the net finaicial benefit from a conversion to a mutual 
or a MHC. 


BdCk.tQj.Q p 


Economic Conditions Require a Progressive Response 

The mandate of a community chartered credit union is to serve the entire 
community. Some market areas served are facing increasingly sober 
news including weak employment numbers, layoffs, factory closings, and 
sfow economic growth. In order to maximize their contribution to turn 
these communities around, a few credit unions are proposing a 
conversion to a mutual savings bank, or thrift charter, and even the 
additional step, whidi requires another vote of depositors, to raise equity 
capital by providing the opportunity for members to invest in a minority 
stock offering. 

The credit union charter has supported the growth of many institutions. 
But many credit unions can do a lot more. These communities need 
everybody to do their part - to be their best. The additional investments 
that can be made, in new loans, is a way for progressive conversion 
candidates to serve communities to the very best of their abilities - 
something that they can't do under current credit union regulations. The 
reorganization as a mutual savings bank unlocks substantial additional 
lending ability because bank regulations and bank convention permits 
higher loan volumes per dollar of net worth. Credit unions are handcuffed 
by punitive net worth requirements that affect their competitiveness in 
this area. Also, credit unions are prohibited from accessing the capital 
markets in order to increase net worth (capital), while banks do this on a 
regular basis. 

Switching to a thrift charter would mean giving up the state and federal 
income tax exemption enjoyed by credit unions. Critics point to taxable 
status as a disadvantage, without considering the growth in revenue and 
profit that can come from an expanded market opportunity, product line, 
and capital access. The vast majority of financial institutions in this 
country pay taxes and achieve a return on equity far in excess of most 
credit unions, white delivering value that results in market share 
domination. Income taxes, like any other cost of doing business, are 
manageable, Credit Unions in other countries pay taxes. Some non-profits 
(like $300 billion TIAA-CREF) have relinquished their tax exemption in 
exchange for modem powers. 

Backlpjoj) 


Taxation is Managed Like Every Other Business Expense 
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Contrary to the view that converting to a taxable institution would mean 
injury for members and the community, financial modeling shows that, as 
a future thrift, a hypothetical credit union with $50 million in net worth 
would be able to offer members and ftiture members more than $1.3 
billion in new loans. Not only is increased loan activity a real benefit to 
the community, the earnings from that business - coupled with 
investment yields far superior than historically possible for credit unions - 
would produce net profits for members greater than what is now possible 
as a tax-exempt credit union. Credit unions historically earn much lower 
yields on the investment component of their balance sheet compared to 
banks. Recent NCUA and FDIC data indicates the yield disadvantage is 
greater than 2%. (See Table "B") A better performing investment 
portfolio along with higher levels of loans outstanding, at a minimum, 
neutralizes the impact of taxation. Member service levels and returns are 
thus preserved. 


Therefore, converting to 
a bank charter allows a 
former credit union to 
be in a better position 
to serve its members 
and its communities 
while retaining high 
levels of service, a 
member oriented philosophy, and independence. The benefits of being 
able to make more loans, provide more employment opportunities, build 
more branches, and serve all types of depositors and borrowers generate 
economies of scale that causes a former credit union to be more 
productive. The move is clearly a win for the community and the 
membership, 

BsckAoJoa 
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Converting Allows Growth and Member Benefits to 
Continue 

As a credit union, many are currently faced with slowing growth to stay in 
compliance with the higher credit union capital requirements. The slow 
down would not be necessary as a bank. Slowing growth involves 
reducing rates on deposit accounts and has the undesirable effect of 
encouraging members to move banking relationships elsewhere. Although 
increasing loan rates and fees helps mitigate the need to slow growth, a 
credit union's competitiveness and new account acquisition strategies 
would suffer. These strategies underwrite adding member conveniences, 
like new branches, as well as support ongoing high levels of member 
responsiveness. Branch development requires account and deposit 
acquisition to cover operational costs and helps make services more cost 
effective for all members. But, branch expansion must be supported by 
capital. Lack of capital slows growth and delays branch development, thus 
reducing convenience for existing members, and delays the hiring of new 
employees and infrastructure development which supports economic 
recovery, 

Remaining a credit union and living with capital constraints will mean 
putting a stop to growth, turning away new members, lowering the rates 
offered on deposits and raising the rates charged on loans. Moreover, the 
facts challenge the assertion that credit unions have an inalienable pricing 
advantage over banks, as some observers would have you believe. Many 
banks and other financial institubons charge no fees whatsoever on basic 
products like checking accounts, or offer savings yields well in excess of 
the average credit union. 
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The credit union capital disadvantage is widely acknowledged by credit 
union industry leaders. For example, Dan Mica, President of Credit Union 
National Association, recently wrote, ^Credit unions are indeed 
burdened by an inappropriate system of prompt corrective action, 
which requires them to hold even more capital than a bank 
despite their typically lower risk profile.” John Annaloro, president of 
the Washington Credit Union League, said in a press release that recent 
(bank) conversions are representative of the "fundamental 
weaknesses in the overall national credit union charter that 
needlessly restrict capital accumulation and business lending. " 
Mica remarked that he was "heartened" by legisiation proposed to reform 
PCA. 

Back tojon 


Proposed Legislation: 

A Risky Accounting Gimmick > Secondary Capital Unlikely 

Despite Mica's optimism, the proposed legislation regarding PCA is viewed 
by some as an accounting gimmick that fails to provide a safe and soild 
solution for fast growing credit unions. The tinkering supported by this 
proposed legislation is not a long term solution. It does not add a single 
dollar of actual (tangible) capital • it merely leverages the credit union's 
existing capital across more assets. The legislation has mixed support 
among credit union leaders and generates serious concerns for the 8,000 
smaller credit unions experiencing slow growth. The bill, designed to ^el 
the rapid growth of large credit unions, increases systemic risks and the 
liability of directors who might utilize Its provisions. TTie growth would 
force NCUSIF to charge insurance premiums, thus hurting the earnings of 
the smaller credit unions already pressured by plunging investment yields 
and rapid member defections to larger credit unions. The Bill's passage Is 
unlikely. Efforts, dating back to 1999, to enact laws to allow secondary 
capital, opposed by many credit unions large and small, are also likely to 
fait. 

© Copyright 1996-2005, OJ Financial Services, 1-800-649-2741 
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May 10, 2006 

National Association of State Credit Union Supervisors 
Statement for the Record 
To the House Financial Services 
Subcommittee on Financial Institutions and Consumer Credit 
Hearing on Credit Union Conversions to Mutual Savings Banks 

NASCUS’ appreciates the opportunity to provide a Statement for the Record to the House 
Subcommittee on Financial Institutions and Consumer Credit about credit union conversions to 
mutual savings banks. NASCUS firmly believes that full and complete disclosure to credit union 
members is essential in any credit union conversion. We also firmly believe that state law and 
regulations should define the processes necessary for state credit union conversion. 

Chartering Authority vs. insurance Oversight 

NASCUS strongly believes that state law should dictate the conversion process for state-chartered 
credit unions. There are many reasons that support our position. 

The chartering authority for a state credit union is determined by state law. State law dictates the 
powers granted to a state credit union including approval authority for a conversion to another 
charter type. Further, state law determines the necessary processes for a conversion. A conversion 
is a function of a credit union's original charter, separate from insurance oversight, 

in the Federal Credit Union Act, §205 (12 U.S. Code 1785) (the Act) Congress provides notice 
requirements and broad authority to the National Credit Union Administration (NCUA) to determine 
generally how a federally insured credit union converts to a mutual savings bank. Using this 
authority, NCUA promulgated Regulation Part 708a, a regulation detailing the process by which a 
federally insured credit union converts to a mutual savings bank. 

Congress may have provided NCUA unnecessary overreach authority in this area. NCUA has 
the authority to supervise state-chartered credit unions with federal insurance to ensure safety 
and soundness. However, conversion procedures of these institutions exist with the original 
chartering authority, which in the case of state-chartered credit unions is determined by state 
law. NCUA’s interest in a state credit union conversion should be limited to assurance that the 
members are fully informed about the future status of insurance provided for members' 
deposits. 


1 NASCUS is the professional association of the 48 state and territorial credit union regulatory agencies that charter 
and supervise the nation’s 3,800 state-chartered credit unions. 


National Association of State Credit Union Supervisors (NASCUS) 
1 655 North Fort Myer Drive, Suite 300 
Arlington, Virginia 22209 
(703) 528-8351 • (703) 528-3248 Fax 
E-mail: offices@nascus.org 
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This point may be further illustrated by the different roles of the regulatory and insurance functions. 
The state regulator is responsible for and oversees the chartering function for state-chartered credit 
unions. The National Credit Union Share Insurance Fund (NCUSIF) is managed by the NCUA, the 
federal credit union regulator, and provides insurance to the majority of state-chartered credit 
unions. For a federally chartered credit union, the chartering authority is the federal regulator, which 
is also the insurer. As the original chartering authority, in the case of state-chartered corporations, it 
is the role of the state law and regulations to determine proper procedure and disclosure for state- 
chartered credit union conversions. 

Regulatory burden 

While state credit union regulators and the NCUA agree on many procedural aspects of a state 
credit union conversion, this double oversight creates a regulatory burden for state credit 
unions. For example, to demonstrate how this is problematic for state-chartered credit unions, 
an action may be allowed in the Act and prohibited under state law or vice versa. This requires a 
state credit union to comply with two different laws that may be conflicting. Specific state laws 
and regulations that allow credit union conversions have been well thought out by state 
legislatures or regulators to encompass the intricacies of a credit union in an individual state. 
NASCUS believes it is a regulatory burden for state-chartered credit unions to follow both state 
and federal laws in the conversion process. 

When state law or regulation allows for charter conversions, state-chartered credit unions have the 
right under those laws to convert to a different charter. Our records indicate that 21 states allow 
state-chartered credit unions to convert to another type of financial institution.^ Conversions of a 
state credit union to a different charter type are not allowed in all states. When states allow for 
conversions, state law should determine the process of a conversion. Conversion rules and 
procedures should reside with the proper governmental chartering agency. 

Going forward 

NASCUS supports the rights of state legislatures and state regulators to determine the authorities 
granted to its state institutions. It is paramount that any new legislation being considered by 
Congress clearly recognizes the rightful authority of the states to determine chartering decisions for 
state-chartered credit unions. Until then, state credit unions are required to follow both state and 
federal laws, making the conversion process a regulatory burden for state-chartered credit unions. 

NASCUS firmly believes that full and complete disclosure to credit union members is essential to 
any credit union conversion. Disclosure allows members to make an informed decision about a 
proposed conversion. When a state allows for credit union conversions, state law should dictate the 
necessary procedures. 

We encourage this Subcommittee to analyze the laws that determine a conversion for state credit 
unions. Any process should uphold a state's right to determine the conversion process for its state 
credit unions while ensuring safety and soundness. Regulatory relief is needed in the state- 
chartered credit union conversion process. 


^ NASCUS Profils, 2003-2004 Edition 
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Questions for Tom Dorety 
May 11, 2006 Hearing on 
H.R. 3206, The Credit Union Charter Choice Act 


Q; Do you know why Dearborn Federal Credit Union decided to withdraw its 
application for conversion, especially since this transaction was favored by the 
directors and senior management? 

A: It is CUNA’s understanding that a group of credit union members called DFCU 
Owners United was formed in opposition to the conversion, and led a grassroots 
campaign to educate other members about the impact of a conversion on their member- 
owner status. DFCU Owners United circulated a petition, gamering over 2,000 
signatures, to call for a membership meeting to review the conversion proposal to ensure 
that the conversion decision was based solely on the benefit to the credit union and its 
members, and not for the personal interested of the directors. The members specifically 
requested: 

1 . To inspect portions of the minutes of board meetings in which the 
conversion was discussed; and 

2, To inspect reports, studies, graphical presentations, and all other documents in 
which there was discussion and/or analysis concerning the proposed conversion 

The Board flat out rejected requests to furnish documentation despite the fact that the 
request was not unreasonable, and was consistent with the rights of the members as 
stated by NCUA and both federal and state law. The petition subsequently became an 
effort to call for the removal of the credit union board, which clearly was no longer 
aligned with the credit unions’ original mission and philosophy of “People Helping 
People.” 

Among other things, the DFCU situation illustrates the need for improvements in the 
conversion rule that clarify the ability of the board and management to communicate with 
the membership separately from the required notice and ballot mailings. 



A M C R i e A'S 

CREDIT UNIONS' 



240 


10/02/2017 05:27 FAX 0008 

Q; Do you think that the conversion of credit unions is a trend that we’ll see in the 
future? 

A; CUN A does not believe the number of conversions will grow. In a recent case, we 
have found that once they are informed, members tend to oppose conversions. So long 
as no new laws limit members’ ability to be infonned, and members can be informed of 
the real consequences, I believe the number of new conversions will decline. 

CUNA is not really concerned about the impact of conversions on the credit union 
system. To date, conversions have accoimted for less than 1% of the assets of the entire 
movement, CUNA is more concerned about the impact on the former members of those 
credit unions that have lost their ownership of their credit unions. 

Q: CUNA urges NCUA to consider possible conversion rule changes. Would you 
tell us what those changes are and why you recommend them? 

A: CUNA believes that the changes made by NCUA in 2004, and again in early 2005, 
were helpful in improving the overall transparency of the conversion process. The 
additional disclosures, with specific information required to be prominently featured, 
were designed to make disclosure more meaningful and to prevent important or needed 
information from being lost in small print. 

CUNA believes additional measures are needed to enhance the ability of members to 
fully understand and participate in all aspects of the conversion debate. In particular, 
CUNA would urge NCUA to consider possible rule changes that would: 

1 . Require that all disclosures relating to a conversion proposal be given in plain 
language that can be easily read and understood by credit union members. 

2. Clarify the fiduciary obligation of credit union directors and managers to present 
factual and objective information to document how a proposed conversion would 
serve the best interests of members. 

3. Clarify the ability of the management to communicate with the membership 
regarding the possibility of conversion well in advance of the board vote and 
permit a public comment period on conversion proposals in advance of the 
distribution of ballots to members 

4. Establish a process or mechanism for members opposing a conversion proposal to 
communicate with the full credit union membership regarding a conversion 
proposal. 

5. Require the board of a credit xmion to provide an advance notice to its 
membership that it is considering a possible conversion to a mutual savings bank 
several months before the board actually votes. This would allow a more open 
process of discussing the pros and cons of a possible conversion. 
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Suggested changes in the law; 

• CUNA heartily supports that Congress should enact a law to restrict the ability of 
directors and senior management of a converted credit union from being able to 
personally benefit due to any subsequent conversion from a mutual tlirift to a 
partial or full stock institution. 

• CUNA also feels there is a hole in the OTS’ duties to protect the members of a 
credit union that has converted from the unjust enrichment of insiders. The FCU 
Act specifically states that ‘no director or senior management official of an 
insured credit union may receive any economic benefit in connection with a 
conversion,” but this prohibition simply evaporates the moment the credit union 
converts to a bank, 

• It is interesting that there are no processes in place for the OTS to handle a 
conversion from a mutual thrift to a credit union. If a tax-exempt credit union is 
just like a mutual savings bank, as is often alleged, it seems that mutual thrifts 
would be seriously considering conversion to credit unions. Moreover such a 
process is necessary if a credit union converts to a mutual savings bank and 
decides the charter doesn’t really work. OTS seems to lack a process for allowing 
the intuition to take steps to return to its credit union charter. 


Q: You suggest that Congress should direct the OTS to enforce the current 
prohibition against credit union directors or senior managers receiving excessive 
compensation or other economic benefit related to a conversion. What is the 
problem with such enforcement? 

A: 1 would view OTS as taking exactly the opposite role that NCUA is accused of - 
placing few, if any, requirements or restrictions on credit unions wanting to convert to 
mutual charters and even encouraging these conversions. In several recent conversions, 
serious questions were raised about the circumstances of a conversion vote, or the format 
or content of the information sent to members regarding the vote, OTS appears to have 
put greater effort into criticizing NCUA’s actions than in exercising its own oversight 
responsibilities. 

Clearly, OTS’ supervisory universe has been reduced, declirdng by almost 70% since 
1 989. OTS Director John Reich commented last summer that he was giving “top 
priority” to fixing tire agency’s declining funding. Let’s hope that OTS has more in 
mind to reverse the thrift industry’s fortunes than merely converting as many credit 
unions as possible to mutual charters. 

My concern about OTS is that its conversion rules utterly fail to consider that the issues 
presented by a credit union conversion to a thrift charter are different from those 
presented by thrifts’ conversion from mutual to stock. In numerous court rulings and 
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regulator decisions over the years, the idea of member ownership of a mutual thrift has 
been reduced to a technicality. 

In credit unions, by contrast, the idea of member ownersliip is very much alive. In fact, 
that idea is the defining characteristic of credit unions. As a result, you will not find any 
court decision or NCU A statements minimizing the concept of members’ ownership at 
credit unions. But there is nothing in OTS’ rules acknowledging that extinguisliing real 
member ownership is a problem or a concern. In fact, overall, OTS’ regulations can be 
said to encourage conversion to stock form and even to encourage unjust enrichment as 
an incentive toward conversion. Mot only is this wrongheaded, but I think OTS’ rules on 
conversions are arbitrary and capricious as applied to credit union member equity. 

Q: Some allege that conversions are motivated by hopes of private flnaucial gain. 
What has been your experience with this as a motivation for credit union managers 
to convert? 

A: I am not implying that all conversion have been motivated by hopes of private gain. 
But the ability of insiders to profit ftom conversions is constantly emphasized by 
consultants who specialize in this effort. As do many of my peers who manage large 
credit unions, I receive regular mailings from these consultants (similar to the quantity of 
credit card mailings the average person receives). 

At Suncoast, we engaged a reputable law firm that that specializes in many different 
types of conversions to analyze what would result from a conversion to a mutual, 
followed by a conversion to a stock-owned thrift. They detennined we would have an 
$850 million stock offering, based on acceptable OTS guidelines, and a conservative 
increase in stock price. I as CEO would realize a personal gain of approximately $35 
million, and that does not include annual compensation. 

Clearly, the concept of converting a not-for-profit credit union to a for-profit bank is 
something that has not been given sufficient attention or deliberation by lawmakers. The 
fundamental nature of the institution is altered, and ownership rights and economic 
benefits are at risk. 
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OF CREDIT UNION MEMBERSHIP 
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Credit union members benefit in a number of ways from their access to services from a cooperative, not- 
for-profit financial institution. Some of these benefits are not financial, such as the ability to directly 
participate in the governance of a financial institution as an owner, a sense of belonging, and a higher 
level of service as documented by annual American Banker consumer surveys. Credit union members 
also benefit financially as members. Credit unions arc less likely to charge service fees than are for-profit 
banks and savings institutions (hereafter, banks), and when they do charge, the fees tend to be lower than 
at banks. Credit unions also pay, on average higher dividend and interest rates on savings, and charge 
lower interest rates on loans. 

MEMBERS BENEFIT BY 316.3 BILLION 

The combined effect of these savings to credit union members is estimated to have been $6.3 billion in 
2002. That is the sum of the additional fees and loan interest, and lower savings return that credit union 
members would have paid and earned had they conducted all their business with banks instead of credit 
unions. The estimates are based on differences in national average pricing at credit unions and banks. 
The $6.3 billion figure works out to $76 per year per member, or $ 1 49 per year per member household. 


Estimated 2002 Credit Union Member 
Financiai Benefits* 


Lower fees (S2.0 billion} 
32% 


Lower Inisrait paid on 
losna (32,3 billion) 
37% 


‘ SsuKb: 



HlBbar aamings on 
shares and deposlla 
($2.0 billion} 
31% 


Overall, $2 billion or 3 1 % of the $6,3 billion total benefit represents the greater yield on savings that 
members receive from credit unions compared to bank interest rates. Tlie 2002 credit union interest rate 
advantage ranged from a high as 0.51 percentage points (51 basis points) on money market accounts to 
0.20% (20 basis points) on share draft accounts. Had credit union members held all the funds they held in 
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credit unions in banks instead, in the same kinds of accounts, they would have received S2 billion less in 
bank interest than they in fact received in credit union dividends and interest. The interest rate data for 
the analysis is from Datatrac. 

It is interesting to observe the banker response to this credit union benefit. While bankers complain that 
credit unions don’t pay federal income taxes, they conveniently ignore the fact that credit union members 
pay income taxes on the additional dividends that they earn on their higher-earning credit union savings 
accounts, The additional federal income taxes credit union members paid last year on their higher 
dividends and interest from credit unions amounted to approximately $480 million. 

Another $2,3 billion (37%) of the member benefit comes from the lower rates that credit unions charge on 
loans compared to banks. Excepting slight bank advantages on second mortgage-related loans, the credit 
union rate advantages range from a high of 170 basis points on vehicle loans to 4 basis points on first 
mortgage loans. Had credit union members paid bank loan rates on all the balances they owed to credit 
unions in 2002, they would have paid an additional $2.7 billion in interest. Some of the longer-term loans 
on the books in 2002 were acmally extended m earlier years. The analysis assumes the spreads between 
bank and credit union rates were similar to 2002 sprcaife when the loans were made. All loan rate data is 
from Datatrac, 

The other $2 billion of the credit union advantage is because of lower service fees at credit unions 
compared to banks. Most of the savings are from routine checking account and credit card fees, with 
smaller amounts from checking overdraft and loan fees. The data sources for most of the major items are 
the Federal Reserve’s Annual Report to Congress on Retail Fees and Services of Depository Institutions 
for banks and CUNA's Credit Union Executive’s 2002 Credit Union Fees Survey Report for credit 
unions. For some fee items not covered by these surveys, the data source is the Federal Reserve’s 
Functional Cost Analysis program. For those fee items for which no data is available, no difference is 
assumed between bank and credit union fees. 

While state-level fee and interest rate differentials may vary from these national averages it is 
nevertheless possible to use the national norms to obtain a rough estimate of state-level member benefits. 
For example, the above analysis suggests that total 2002 credit union member benefits are equal to $1. 15 
million per $100 million in average credit union assets ($360,000 per $100 million in higher earnings on 
shares and deposits, $424,000 per $100 million in lower interest payments on loans, and $367,000 per 
$100 million in lower fees). 


WHERE THE $6.3 BILLION COMES FROM 


Banks and credit unions have very different product mixes. Credit unions are engaged almost entirely in 
the provision of retail financial services. In addition to retail services, banks provide substantial 
depository institution services to the business sector. Banks also generate a significant and growing 
amount of revenue from off-balance sheet activities such as funds management, and a wide variety of 
securities services. Because these different product mixes make comparisons of bank and credit union net 
operations imprecise, it is difficult to exactly isolate the reasons why credit unions are able to offer their 
members such a better deal than retail bank customers receive from their banks. However, we get a 
strong indication of the source of the savings from the follovring; 


OPERATING EFFICIENCY. Despite their smaller size, credit unions have lower expensc-to- 
asset ratios than do banks. In the past, much of this expense advantage was due to sponsor 
subsidies of credit unions. Such subsidies are today much less than they once were. But other 
factors also come in to play. Some of the banks higher expense ratios are due to the expenses of 
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off-balance sheet activities in which credit unions do not engage. However, part of the credit 
union advantage is due to lower staff salaries. Salaries and benefits per employee at credit unions 
average about 72% of the comparable figure for banks. Also, almost all credit union directors are 
unpaid volunteers. If credit union directors were paid at the bank average rate, the total cost 
would be $625 million. That is $625 million that credit unions do not have to recover from 
members with higher fees and loan rates and lower dividend rates. Our source for bank director 
payments is the BAI Bank Key Executive Compensation Survey, with data adjusted for inflation. 

STOCKHOLDER DIVIDENDS. During 2002, the banking industry's dividend payout rate 
averaged 72% of net income. Applying that figure to credit union net income in 2002 of $5.7 
billion means credit union members did not have to fimd $4.1 billion of such dividends. That 
money was directly distributed to members in the form of more attractive loan, saving and service 
pricing. 

LOAN LOSSES. Credit unions incur lower loan losses than do banks. Much of the difference is 
found in credit cards, which are so profitable for banks that they blanket the market witli 
solicitations in an attempt to get more cardholders. The result is many borrowers take on more 
debt than they can handle. Credit unions are less aggressive in loan marketing, while attempting 
to meet all legitimate and supportable member borrowing needs. In 2002 banks with less than 
$10 billion in assets reported loan loss provisions averaging 39 basis points of assets. This 
compares to provisions of 35 basis points at credit unions. That generates a saving for credit 
union members of $0.23 billion per year 

Banks have argued that the source of the credit union pricing advantage is the credit union tax exemption. 
The credit union tax exemption amounted to $1.6 billion in 2002, which represents only about a quarter of 
the $6.3 billion credit union member benefit. As we’ve seen from the above information, much of the 
credit union advantage is accounted for by other reasons, which are tied to how credit unions operate as 
not-for-profit, financial cooperatives. Also, as mentioned above, almost a third of the tax exemption is 
made up for by taxes paid by members on the greater dividends and interest they earn from credit unions. 


BENCTITS TO NONMEMBERS 

In addition to the non-financial and financial benefits to credit union members, numerous studies reveal 
that those who don’t belong to credit unions also benefit from the existence of credit unions. For 
example, a recent study by the National Economic Research Associates points out that the availability of 
attractive pricing from credit unions pressures other financial institutions to provide attractive rates and 
services. 

It is impossible to quantify the benefit to bank customers of the existence of credit unions. However, the 
magnitude to the savings is suggested by the amount of business U.S. households transact with 
commercial banks. Banks hold almost $4 trillion of household deposits, and have on their books about 
$650 bilUon of consumer installment credit. For each 10 basis points that credit union competition might 
influence bank pricing, bank customers save $4.7 bilUon. In addition, most of the $95 billion per year 
that banks collect in non-interest income is likely not from retail customers. However, a significant 
portion is. Even fractional reductions in bank fees due to credit union competition provide consumere 
with substantial savings. 


Prepared by; 

Bill Hampel, ChiefEconomist and Mike Schenk, Senior Economist 
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^timated 2002 Benefits of Credit Union Membership by State 


Estimated Value of CU Benefit ($ mitiions) Artsfc^ FfCTTi... 


State 

Number 

Of Credit 
IMIons 

Average 

2002 Assets 

IS bilitons) 

Hi^cu 

nterest/DivIdends 

rm Shares and 
Deposits 

Lower CUL^an 
Interest Rat^ 

Lower CUF^ 

All Three 
Sources 

Alabante 

■■■HOQI 

$6.3 



$30.6 


Aiasi^ 

13 

$3,1 

$11.3 

$13.3 

$11.5 

$36.1 

Arizona 

66 

se.4 

$30.2 

$35.7 

$30.8 

$96.7 

Afkai^s 

75 

$1.4 

$4.9 

$5.7 

$5.0 

$15.5 

Celifomia 

610 

$82.0 

S294.B 

$347.7 

$300.4 

S942.9 

Cotorado 

162 

$10.2 

$36.5 

$43.1 

$37.2 

$116.9 

Cor»Tecticut 

176 

J5.7 

$20.6 

S24.3 

$21.0 

$65.9 

Del^are 

AO 

91,2 

$4.2 

$5.0 

$4.3 

$13.5 

District Of Columbia 

70 

S4.3 

$15.6 

S1B.4 

$16.9 

$49.9 

Florida 

241 

$27.3 

S98.3 

$116.0 

$100.2 

$314.6 

Geof!^ 

212 

sias 

$37.6 

$44.4 

$38.4 

$120.4 

HewdR 

102 

$5.2 

$18.6 

$222 

$192 

$60.3 

Idaho 

71 

$2.1 

$7.5 

$8.8 

$7-6 

$23.9 

Illinois 

544 

$16.6 

$66.9 

$78.9 

$662 

S214.1 

Indiana 

240 

$12.3 

$44.1 

$52.0 

$44.9 

$141.0 

Iowa 

178 

$4.3 

$15.5 

$18.3 

$15.8 

S49.7 

Kansas 

126 

$2.5 

$9.1 

$10.8 

$9.3 

S292 

Kentucky 

119 

$3.7 

$13.2 

$15.6 

$13.5 

$42,2 

Louisiana 

276 

$5.0 

$18.1 

$21.3 

$184 

S57.8 

Maine 

78 

$3.2 

$11.6 

$13.7 

$11.0 

$37.0 

Mar^and 

126 

$10.5 

$37.7 

$44.5 

$38.5 

$120.7 

Massad^usetts 

274 

S17.7 

$63.6 

$75.0 

S64.8 

$203.S 

r^higan 

444 

S26.2 

S94.3 

$111.2 

$96.1 

$301.6 

Minnesota 

180 

S10.4 

$37.5 

$44.3 

S382 

S12D.0 

Mssisappt 

119 

S2.1 

$7.4 

$8.7 

$7.5 

$23.7 

fii^ssouri 

179 

$7.0 

$25.0 

$29.5 

S25.S 

$80.1 

Morta^a 

73 

$1.9 

$7.0 

$8.2 

$7.1 

S22.3 

Nebraska 

60 

$2.1 

$7.6 

$9.0 

$7.8 

$24.4 

Nevada 

29 

S3.3 

$12.0 

$14.2 

$12.2 

S38.4 

New Hampshire 

32 

$2.7 

$9.7 

$11.5 

$9.9 

$31.1 

New Jers^ 

262 

$7.8 

$282 

$33.3 

$26.8 

$902 

NewMexioj 

55 

$3.5 

$12.6 

$14.9 

$12.9 

S40.5 

New York 

602 

$27.8 

$99.9 

$117.8 

$101.8 

$319.5 

North Carolina 

137 

$16.3 

$58.6 

$69.1 

$59.7 

$187.5 

North Dakota 

82 

$1,2 

$4.4 

S5.2 

$4.5 

$14.2 

Ohio 

562 

$14.1 

$50.8 

$59,9 

$51.8 

$162.5 

Ol^hc»T@ 

92 

$5.5 

$19.7 

$23.2 

$20.1 

$63-0 

Oregon 

106 

se.g 

$32.0 

$37.8 

S32.7 

SI 02.5 

Pennsyk^nia 

730 

$18.9 

$68.0 

$802 

$69.3 

$217.6 

Rhode Island 

35 

$2.0 

$10.2 

$12.0 

S10.3 

$32.5 

South Catt^na 

95 

$5.3 

$19.0 

$22.4 

$19.4 

$60.8 

South Datota 

60 

$1.2 

$4.4 

$52 

$4.5 

$14.0 

Tennessee 

227 

$9,1 

$32.6 

$3B.S 

$332 

$104.3 

Teres 

683 

$39.8 

$143.3 

$169.0 

$146.1 

$458.4 

Utah 

127 

$7.3 

$26.3 

$31.0 

S28.8 

$84.1 

Vermont 

38 

$1.2 

$4.5 

$5.3 

$4.5 

S14.3 

Virginia 

243 

S32.8 

$118.1 

$139.3 

$120.4 

$377.0 

Washington 

156 

si6.g 

S60.6 

$71.5 

$61.8 

$194.0 

West Virginia 

124 

$1.9 

$6.9 

$82 

$7.1 

$222 

Wisconsin 

310 

$11.3 

$40.5 

$47.8 

$41.3 

$129.7 

Wyomkig 

34 

$0.9 

$3.3 

$3.9 

$3.4 

$10,6 

Total 

9859 

$536.0 

$1,934.9 

$2,282.5 

$1,972.2 

$6,189.6 


Souroe: CUNA & AffiBates. Based on data ftom the Fedgal Reserve, Bartft Administfaten Institute, NIC 
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Estimated annual increase in federal income tax revenue arising from 
credit union taxation (a direct tax on 87 million credit union member- 
owners) 


+ $1.5 billion 


Estimated annual decline in credit union member benefits arising from 
change in tax status and subsequent operational changes' 


- $6.3 billion 


Estimated annual decline in bank customer benefits arising from greatly 
reduced influence of credit union competition^ 


- $4.3 billion 


"NetWiialreconoirnei^pa^ofereditWo^tam^ ^ ^ -^^.ijtjUlion 


Hampel, Bill and Schenk, Mike, CUNA Research & Policy Analysts. “The Benefits of Credit Union Membership”. 
hitnif^/www.cuna.Qre/mcmbcr/download/whnaner mmbrsho.ndf 


‘ Feinberg, Robert, JVI. American University. “An Analysis of the Benefits of Credit Unions to Bank Loan Customers”. 
September 2004. htrp://www.cuna.org/membcr/download/ba benefits. pdf . Tokle, Robert J.. Idaho State University. ‘"An 
Estimate of the Influence of Credit Unions on Bank CD and Money Market Deposits in the U.S.” 
t/Zw ww.cuna. ore/' 
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Q1 . In 1998, Congress acted to ensure that credit union members are adequately 
informed, appropriate disclosures are made, voting requirements are reasonable, 
and there are safeguards against insider abuse. In implementing the law, there is 
concern that NCUA has gone beyond Congressional intent. Could you explain how 
you are complying with and not regulating beyond the Credit Union Membership 
Access Act? 

A1 . The Credit Union Membership Access Act (CUMAA) sets out a statutory framework 
for conversion from insured credit union to mutual savings bank. CUMAA also directs 
NCUA to promulgate rules that are “consistent” with the rules of other regulators and 
“no more or less restrictive." NCUA has reviewed the rules of other financial regulators 
and crafted its regulations to satisfy statutory requirements and congressional intent. It 
is important to understand, however, that CUMAA also requires NCUA to administer the 
methods and procedures of the member vote on conversion. This additional 
responsibility is one that other regulators generally do not have. As a result of this and 
the fact that credit union to mutual savings bank conversions are somewhat different 
from other kinds of conversions, it is understandable that NCUA's regulations are not 
and cannot be identical to other conversion rules. Nevertheless, NCUA’s rules are 
consistent with and no more or less restrictive than those of other regulators and 
therefore comply with CUMAA. 


Q2. Congress instructed NCUA to promulgate rules that are consistent with other 
financial regulators. Can you tell us how your regulations regarding charter 
conversion are consistent with or differ from the rules promulgated by other 
financial regulators? 

A2. As noted in Answer 1 above, NCUA's conversion rules are consistent with those of 
other regulators. Examples of some similarities include: the requirement that the board 
of directors adopt or approve a proposal or plan of conversion; members must receive 
notice of the plan or proposal; and members are entitled to vote on the plan or proposal. 
Most differences between NCUA’s rules and those of other regulators are due to 
statutory requirements in CUMAA. For example, CUMAA requires credit unions to send 
their members three notices of the transaction 90, 60, and 30 days prior to the vote. 
Other regulators may have a different notice provision as they are not subject to 
CUMAA. As noted, CUMAA also requires NCUA to administer the methods and 
procedures of the member vote, a responsibility other regulators generally do not have. 
As a result, NCUA's rules may be somewhat different in order to fulfill that statutory 
responsibility. There are also some instances where NCUA’s rules are somewhat less 
burdensome than those of other regulators. For example, NCUA does not require a 
credit union’s board of directors to meet with NCUA before approving a proposal to 
convert as do some regulators. Also, NCUA does not require a credit union to provide it 
with a written strategic plan of conversion for review as do some regulators. See 
Answer 1 for further information. 

Q3. You state that NCUA has refined its conversion rules three times in eights 
years and that you believe further changes to clarify and improve those rules are 
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warranted. Don't these "refinements" and "changes" give some credence to the 
complaint that there is little uniformity from one NCUA-approved conversion to the 
next? Is the NCUA raising the bar to discourage credit unions from converting? 

A3, NCUA's primary objective in processing conversions is to ensure appropriate 
consumer protection for credit union members. A conversion by nature is a complex 
and sophisticated transaction not easily understood by credit union members, 
especially if the credit union is not providing accurate and complete information to its 
members. The form of these transactions has evolved over time. For example, the 
trend in recent conversions has been to ultimately convert to the mutual holding 
company (MHC) structure. The MHC structure involves the creation of a stock bank 
owned by a stock bank holding company owned by a MHC. NCUA has grown 
concerned over time that converting credit unions have not always provided their 
members with complete and accurate information so that members can understand the 
transaction and its ramifications and make an informed decision. Complete and 
accurate information is necessary for consumer protection. NCUA has amended it 
rules 3 times in 8 years primarily to require enhanced disclosures to better inform 
members. These changes have not raised the bar to discourage credit union 
conversions nor have they caused a lack of uniformity in the conversion process. 

Rather, they demonstrate a responsible regulatory response to require adequate 
consumer protection to members in the face of evolving and more complex conversion 
transactions. 

Q4, You state that NCUA's primary mission is to ensure the safety and soundness 
of federally insured credit unions. Does NCUA see any safety and soundness 
concerns when a credit union converts to a mutual savings bank? If so, what are 
they? 

A4. NCUA’s primary mission is to ensure the safety and soundness of federally insured 
credit unions. NCUA also has responsibility pursuant to the Federal Credit Union Act to 
protect the interests of credit union members. And, indeed, member confidence in the 
integrity of the system is an important safety and soundness factor. In the conversion 
context, NCUA strives to protect the rights of a converting credit union’s 
member/owners and to provide consumer protection by requiring that members receive 
complete and accurate information so they may cast informed votes. Once a credit 
union converts to an MSB, however, it is no longer within NCUA's jurisdiction and, 
therefore, the safety and soundness of the institution is no longer NCUA’s responsibility. 


Q5. Why does NCUA insist on including disclosures about insider stock benefits 
that may occur post-conversion? 

A5. Good consumer protection dictates that members must receive complete and 
accurate information about a conversion. That means members need to understand 
the entire conversion transaction, not just part of it. There are certain factual realities 
that are part of the transaction. For example, it is a reality that the vast majority of 
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credit union to MSB conversions include a second conversion to a stock bank. That is 
especially true in conversions intending from the start to use the MHC structure, vsrhich 
allows for the more immediate sale of stock. It is also a reality that credit union 
management and insiders have the ability to realize economic benefit from the stock- 
related aspect of the conversion far in excess of that available to members. Insiders 
are generally better positioned to participate in the initial public offering than other 
members, and insiders realize stock through various plans not available to other 
members, such as management retention plans, stock option plans and employee stock 
ownership plans. To be complete and accurate, disclosures made to members must 
include the fact that credit union managers and insiders, the individuals who put forth 
the conversion proposal and who are vigorously encouraging members to convert, are 
the very same people who stand to reap the greatest economic benefit from the 
conversion. Given complete and accurate information, members can vote however 
they choose. 

Q6. One complaint is that credit union conversion candidates have difficulty 
responding to member questions, press reports, and accusations made by hostile 
parties. The concern is that NCUA may deem the communication inappropriate 
and eventually not certify the vote. Can you understand the frustration that 
management experiences when they feel they cannot respond in a timely manner 
to hostile statements? 

A6. NCUA does not limit communications in any way. NCUA prioritizes good 
consumer protection by requiring that members receive complete and accurate 
information so they may cast informed votes. The more complete and accurate the 
information the better. Accordingly, NCUA’s conversion rules are designed to 
encourage greater communications between the converting credit union and its 
members. Simple disclosures are required to accompany only written communications 
to members that are made after the board has decided to convert. No disclosures are 
required to accompany oral statements of the credit union. No disclosures are required 
in connection with press releases, advertising and the like. Converting credit unions are 
completely free to communicate with their members as much and as often as they like. 
Of course, those communications must be accurate and not misleading. So long as 
credit union management's statements meet that standard, they should have no 
concerns about providing information to their members and addressing criticism from 
member groups, trade groups, and others who believe members are better off keeping 
their credit union a credit union. 


Q7. It has been nearly a year since NCUA attempted to invalidate the ballot of 
Community Credit Union over how the disclosure was folded. Do you still believe 
that NCUA was correct to invalidate the vote? 

A7. The Community CU case involved much more than a dispute over the way a piece 
of paper was folded. NCUA staff believed they had negotiated in good faith about the 
placement of NCUA’s disclosures. When that agreement was not kept, NCUA insisted 
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on a new vote. Ultimately, the Magistrate Judge, in his recommended decision, did not 
see it NCUA’s way, and we settled the lawsuit. It is interesting to note that in the third 
and final mailing, NCUA’s disclosures were properly placed and 51% of the ballots 
returned after that mailing were against the conversion. 

Q8. NCUA mandates a number of disclosures, such as whether the resulting 
mutual institution will convert to stock, whether its board of directors will be 
compensated, and disclosure of stock related compensation associated with 
conversion to a stock institution. If the credit union has no say in any of those 
decisions because they are made by the resulting savings bank, and if conversion 
to stock is contingent upon a vote of the bank's membership, how can those 
disclosures be made? Aren't those disclosures speculation and conjecture 
because the board and membership of the resulting institution would consider 
them? 

A8. As stated in the answer to Question #5, the vast majority of credit union to MSB 
conversions include a second conversion to a stock bank. In fact, recent conversions 
ail have used the MHC structure in order to raise capital quickly, and the converting 
credit unions readily acknowledge their intent to sell stock. It is a reality that credit 
union management and insiders have the ability to realize economic benefit from the 
stock-related transaction far in excess of that available to members. Consumer 
protection requires the disclosure of complete and accurate information including 
relevant information about the loss of member ownership interests and stock benefits to 
insiders when a credit union converts to an MSB in route to converting to a stock bank. 

Without being informed that the credit union to MSB conversion is only the first step in a 
multi-step transaction, a member does not adequately understand the conversion 
transaction and cannot cast an informed vote. 


Q9. NCUA has spoken about the "ownership" of a credit union and its equity, and 
how they will be lost if the credit union converts to a mutual savings institution. 
Credit union ownership rights are very limited. A credit union member can't just 
walk in, close his account, and demand his share of the credit union's equity 
because he owns it. However, aren't the structures of mutual savings banks and 
credit unions and the rights of their members very similar? 

A9. Congress, in the Federal Credit Union Act, has stated that member shares 
represent equity. Equity, by definition, means ownership. Not only do members own 
their credit union in a legal sense, they own it in a practical sense as well. Credit union 
members vote directly on numerous important credit union decisions, including the 
election of directors, voluntary liquidation, and conversion. Unlike MSB depositors, 
federal credit union members cannot give up that right by giving the directors or anyone 
else voting proxies. 
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Credit union ownership is also demonstrated through the issuance of dividends. If the 
credit union does well, members get the financial rewards, including excellent loan and 
savings rates and low fees. A credit union that does particularly well may return its 
excess earnings to its members in the form an extraordinary dividend. Credit union 
members bear more risk than bank depositors if a credit union does poorly. Projected 
dividends on shares at credit unions are not contractual obligations and are payable 
only if the credit union has sufficient retained earnings to pay such dividends. In 
addition, to the extent of their uninsured shares, credit union members bear more risk 
than mutual savings bank depositors in the event of insolvency. Credit union members 
with uninsured shares get only what is left of the credit union assets after unsecured 
general creditors get their due. Depositors at banks, however, take from the assets 
equally with unsecured creditors. In the event of a voluntary liquidation, credit union 
members, as the owners of the credit union, are entitled to share in a pro rata 
distribution of any and all of the credit union’s liquidated assets after the credit union’s 
obligations have been paid. 

Q10. ACB, in their testimony, states that you place a virtual gag order on 
converting credit unions, whereby communications with members not approved by 
NCUA are treated as violations. Does NCUA restrict management's ability to 
communicate and seek input from their members? 

A10. NCUA does not limit communications. NCUA has stated on numerous occasions, 
and demonstrated in its conversion rules, that it strives only to provide consumer 
protection to credit union members by encouraging converting credit unions to provide 
complete and accurate information to their members. Under NCUA’s rules, a credit 
union can communicate with its members in any way it likes whenever it likes so long 
as the information is accurate and not misleading. Written communications that are 
sent to all members and that post-date the board decision to hold a membership vote 
on conversion must include NCUA’s simple boxed disclosure. The NCUA Board will be 
considering proposed rule changes in the near future that may, among other changes, 
limit the boxed disclosure requirement to the 90, 60, and 30 day statutory notices. See 
Answer 6 for further details. 


Q11. What is the history of Dearborn Federal Credit Union's conversion attempt 
and the status of efforts by some members to change the makeup of the credit 
union's board of directors? 

A1 1 . Dearborn FCU’s (DFCU’s) management approved a conversion proposal and 
voluntarily submitted materials it intended to send to its members to NCUA for review. 
NCUA reviewed the documentation. After working with the credit union’s lawyers to 
effect some suggested revisions, NCUA approved the documents. DFCU then began 
mailing the approved documentation to their members. Sometime after sending the 
statutorily required 90-day notice to members but before sending the 60-day notice 
DFCU announced the withdrawal of its conversion proposal. This had nothing to do 
with any NCUA action. At the time DFCU withdrew the proposal, there was mounting 
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opposition to the conversion by groups of DFCU members who did not want their credit 
union to become a bank. Some in the industry have speculated that DFCU's managers 
and directors knew, based on their access to the running tally of the vote, that they 
were losing the conversion vote at the time they withdrew the proposal. However, 
NCUA does not know for certain the reason for the withdrawal. 

Since then, a group of members, who apparently believe some or all of the DFCU board 
members have failed in their responsibility to the credit union and its members, have 
filed a petition with the credit union to hold a special meeting to recall individual board 
members. The credit union has denied the members their special meeting and the 
members have had to sue the credit union to enforce their right to a special meeting. 
That lawsuit is pending. 

We also note that DFCU management spent approximately $1 .4 million of the 
members’ equity trying to convince the members to convert. The members opposing 
the conversion used personal funds to make their opinions known. 

Q12, ACB, in their testimony, states that "NCUA has inserted uncertainty into the 
conversion process to such an extent that most credit unions now believe the 
conversion process is not worth pursuing.” Is this a valid criticism? 

A12. We do not believe this is a valid criticism. NCUA’s rules are clear and are no 
impediment to any credit union that wants to convert so long as the credit union treats 
their members fairly by providing complete and accurate disclosure information. Also 
see Answer 10 for further details. 

Q13. ABA, in their testimony, states that "the effect of the (disclosure) box, the 
highlights, the capitalized, bold language, is to achieve one purpose, to encourage 
credit union members to vote against any conversion proposal," What is the 
purpose of this highlighted box in the notice? 

A1 3, NCUA believes the brief boxed disclosures serve to provide factually accurate 
information about the ramifications of a conversion to a bank. These disclosures 
provide members with important information they otherwise are unlikely to receive from 
the credit union’s pro-conversion management. Members need to know both the pros 
and cons of converting in order to cast informed votes, NCUA's disclosures are 
intended only to ensure members receive complete and accurate information. 
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QUESTIONS FOR HEARING ON H.R. 3206, 

THE CREDIT UNION CHARTER CHOICE ACT 
May 11, 2006 

Marcus Schaefer - TruUant Federal Credit Union 

• Chairman Johnson has suggested that NCUA is considering changing its 
conversion rules to enhance disclosures and address issues raised by recent 
conversions. Would NAFCU support this effort and do you believe that 
additional disclosures are needed? 


A charter conversion &om a credit union to a mutual savings bank fundamentally alters 
the nature of a member’s relationship to the new financial institution, wherein the 
member may experience diminished rights with regard to voting privileges and 
ownership of the former credit union’s capital. NAFCU believes that the best financial 
decisions can only be made with complete knowledge of the benefits and risks of a 
conversion. Therefore, it is imperative that a credit union’s members receive full 
disclosure of the board’s conversion plan, its associated benefits and risks, the 
opportunity for board member and management financial gain associated with any 
subsequent conversion to a stock institution. NAFCU strongly supports regulatory 
changes to NCUA’s conversion rules to enhance disclosure requirements. NAFCU 
believes that additional disclosures are needed as we have outlined below in response to 
question three, and in our written testimony. 


• What is NAFCU’s position on legislation to require that at least 20% of the 
members vote to anorove a conversion? 

NAFCU believes that a minimum of 20% of a credit union’s members eligible to vote 
should cast a ballot in the vote taken to convert and a majority of those credit union 
members must vote in favor of the conversion. 


• NAFCU’s testimony outlines nolicv changes to the laws and regulations to protect 
credit union membership. Would you explain these changes, the reasons for 
them, and how they improve the conversion process? 


I. Minimum Participation 

NAFCU believes the FCUA should be amended to require a minimum 
participation level of 20% of the credit union membership. Under current law, there is no 
minimum participation requirement. Thus, a very small number of members may in 
reality be approving the conversion. Because a conversion potentially changes the rights 
of the membership, we believe that a stronger participation requirement will better reflect 
the will of the entire credit union membership. 
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II. Advance Notice to Members of Conversion Proposal 

NAFCU believes that a new section should be added to the FCU Act or NCUA 
regulations to require that members receive advance notice of the member vote on the 
conversion. This provision will provide credit union members with a more meaningful 
opportunity to engage in a dialogue with the credit union board about the conversion 
process and to comment on that process and the conversion plan. Under current rules, 
credit union members are not necessarily informed of the board of directors’ decision to 
convert until called upon to vote on the conversion. NAFCU believes that giving 
members the opportunity to discuss the conversion plan with each other and with the 
board will result in a more informed decision on the part of the membership. 

III. Notice Requirements 

NCUA has existing regulation regarding the notice that credit unions should 
provide to members regarding the conversion. NAFCU believes that these may be 
refined even further to make sure that the information being given to the membership is 
presented in a clear manner. In particular, the regulations should require the notice to 
members to provide a description of the purpose and subject matter of the conversion and 
must tell them that their voting rights may be affected by the conversion and what “yes” 
and “no” on the ballot mean. 

Furthermore, any potential monetary gain by directors or senior management as a 
result of the conversion should be disclosed in order for members to judge what, if any, 
bearing the financial incentive has on the proposal. The disclosure of any plans that the 
board might have for the subsequent conversion of the mutual savings bank to a stock 
institution and what impact that might have on members, directors and senior 
management must be included in the notice to members, along with disclosure that they 
may potentially lose their ownership interests in the institution if the mutual savings bank 
converts to a stock institution and they do not become stockholders. 

The notice to members should also disclose any conversion related benefits that 
directors or senior management may receive including any increase in compensation, an 
explanation of any foreseeable stock related benefits - including an approximate dollar 
amount - if the converting credit union were to become a stock institution after the 
waiting period. In addition, NAFCU supports amending OTS rules and statutes to impose 
a 10-year minimum waiting period before a director or senior management official may 
receive any economic benefit in connection with a conversion of a mutual savings bank 
to a stock institution. 

Informing members of the potential benefit to management that could occur if the 
institution converts to a stock institution is material to the decision as to whether the 
institution should convert. NAFCU has provided statistics that demonstrates that the vast 
majority of credit unions that convert subsequently convert to stock institutions. Because 
of the ownership interest of the credit union members, it is vital to inform them that it is 
probable that in the near future their ownership interests will be eliminated unless they 
have the ability to purchase stock in the institution. 
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IV. Due Diligence 

There needs to be a requirement that a credit union provide the NCUA Board, or 
its designee, for its review and approval, a copy of the notice, ballot and other written 
materials to be mailed to members as described, and that the board certify that it has 
undertaken sufEcient due diligence to ensure that the conversion will not be detrimental 
to the interests of the credit union or its members. Directors have a fiduciary duty to the 
institution and the members and need to make careful decisions. Members can not make 
an informed decision to convert if they unaware of potential detriments to their 
membership interest. 

Overall, these regulatory and legislative changes will result in the credit union 
membership being more informed and make decisions that are representative of the 
membership, and will make sure that directors are making unbiased decisions. 


• Do you believe that senior management and the board should be able to profit 
from the conversion of their credit union or should there be a prohibition against 
such profit? 

NAFCU believes that directors and/or senior management of a converted credit union 
should not be able to benefit financially from the transaction until at least 10 years after 
the initial conversion has taken place. Furthermore, there should be full disclosure of the 
potential maximum benefit a director or senior management could receive if the 
converting credit union were to convert to a stock bank after the 10 year period has 
passed. This would include an approximate amount in dollars that the director could 
potentially receive based on the size of the institution. 


• What is vour opinion of the voting requirements that a credit union must achieve 
to convert? Are they too lax? Do you think they should they be rolled back to the 
wav they were prior to 1 998? 

I would refer you to my written statement on this matter. We believe the current 
requirements are too lax, as a handful of members can make a major decision impacting 
thousands of others-. I would note that NAFCU believes that a minimum of 20% of a 
credit union’s members eligible to vote should cast a ballot in the vote taken to convert 
and a majority of those credit union members must vote in favor of the conversion for a 
conversion to take place. 
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Responses to questions from H.R. 3206 hearing 


Question#! 

You contend that a “new-breed of credit anions has emerged” and that unless the 
credit union charter is “dramatically distorted,” a fair and workable path for 
conversion of those credit unions to thrifts must be established. Would you explain 
what you mean by a new-breed and why the conversion option is particularly 
important for them? 

ITie credit union charter, by statute, has certain benefits and limitations. One of the greatest 
benefits is that credit unions are tax-exempt. This preferential tax treatment exists because of 
the traditionally limited nature of the credit union chatter (with regard to products and 
membership) and the mandate to serve people of “modest means.” Moreover, the 
cooperative, mutual structure of credit unions means that they can only raise capital through 
retained earnings; they cannot raise capital from outside investors. Such a capital structure is 
fundamental to the credit union charter and is an integral part of the original credit union 
philosophy. 

However, with the liberali 2 ation of the credit union field of membership coupled with a 
broader array of products and services, a new-breed of aggressive credit unions has emerged 
virtually indistinguishable from taxpaying banks. According to the Government 
•Accountability Office (2005), 

“as the credit union industry has evolved, the historical distinction between credit 
unions and other depository institutions has continued to blur. Since 1992, the 
number of credit unions has declined, but total assets of the industry have grown. 
The consolidation in numbers and concentration in assets have resulted in two 
distinct groups of credit unions; a few relatively large credit unions providing a wide 
range of services that resemble those offered by banks of similar size, and a number 
of smaller institutions that provide basic financial sendees. Among the mote 
significant changes that have occurred in the credit union industry over the past two 
decades have been the weakening or blurring of the common bond that traditionally 
existed between credit union members.” 

These new breed credit unions are pushing into commercial lending, funding luxury hotels 
and commercial teal estate projects. 

For credit unions that want to do more business lending, sen'^e a broader customer base and 
have the ability to raise external capital, the mutual savings bank chatter provides them with 
a better option to serve their members. Mutual savings banks have the flexibility to define 
their customer base more broadly, pursue greater business lending, and, through the creation 
of a mutual holding company, raise outside capital to support growth. However, with this 
expanded scope of activities available under this charter, comes the enhanced and 
experienced superrdsion of federal banking regulators. For converting credit unions, the new 
business and customer service opportunities more than pay for the tax obligation and the 
more rigorous supervision they take on. Rather than relying on fundamental changes to the 



258 


federal credit union charter through often arbitrary and capricious regulatory actions by 
National Credit Union Administration (NCUA), new-bteed credit unions should be afforded 
the option available to other financial institutions. Conversion to a charter that better senres 
their business model and their members /customers’ needs is a straightforward process for 
all financial institutions except credit unions. 

Question #2 

You mention that “mutual savings banks have done exceedingly well in meeting the 
needs of their customers and communities.” Why do you think some credit unions 
will give-up their tax exemption to become savings banks? Why, as OTS points out, 
did 42 banks opt to convert to thrifts, between 2000 and 2005? 

Mutual savings banks have a long history of serv'-ing their customers and communities. As 
mutual savings banks, these institutions can continue to settle theit existing markets — and 
seek new ones — whde preserving the mutual structure, providing competitive loan and 
savings rates, and expanding the quality and variettr of services they offer. The members, 
after conversion, continue to have the same mumality rights as they had before conversion. 
Charter choice gives financial institutions the ability to select the charter that best meets their 
future business plans and the needs of tlieir customers. For credit unions that want to go 
beyond their legal mandate while retaining dieir mutual structure — the choice is a mutual 
savings bank charter. 

Institutions choose the charter that best meets theit business plans and customers’ needs. 
Between 2000 and 2005, 42 banks have opted for an OTS regulation. The reasons for 
changing to a federal thrift charter include: 

1 . easier branching; 

2. mortgage specialization; 

3. simpler and less complicated CRA rule; 

4. more efficient Mutual Holding Company (MHC) rules including ability to have a 
double MHC; and 

5. federal preemption. 

What is also telling is that, during that same time period, 90 OTS regulated institutions opted 
for another depository institution charter and that OTS did not obstmet these conversions. 

Question #3 

You state that a “fair and workable path for credit union conversion to mutual 
banking charters must be clearly established.” Can you explain how the process is 
presently “unfair” and “unworkable?” 

The current conversion rules administered by the NCUA are unfair and unworkable. 

NCUA is not an unbiased observer. Since the enactment of the Credit Union Membership 
Access Act (CUMAA), NCUA has interjected itself directly into the conversion debate. It 
substitutes Its judgment for those credit union members under the patronizing proposition 
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that credit union members do not appreciate the effect a conversion may have on their 
ownership interests and voting rights and that if they did, ipso facto, they would never vote 
in favor of a conversion. 

Rather than improving transparency, NCUA’s regulations foment confusion, raise 
unsubstantiated concerns, present subjects outside of the NCUA’s jurisdiction, and raise 
allegations about matters not at issue in the vote. 

Under the guise of education, NCUA requires a that “a converting credit union must include 
a disclosure prepared by NCUA in a prominent place with each written communication it 
sends to its members regarding the conversion and must take specific steps to ensure that 
ihe disclosure is conspicuous to the member.” Tliis also applies to web site postings. 
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But these disclosures violate and contradict the regulations of other financial regulators, in 
contravention of CUMAA. Congress instructed “the NCUA to promulgate rules ... 
applicable to charter conversions that are consistent with rules promulgated by other 
financial regulators including the Office of Thrift Supervision and die Office of the 
Comptroller of the Currency. The rules for charter conversions by insured credit unions 
must be no more or less restrictive than those rules that apply to charter conversions by 
other financial institutions.” The report of the U.S. Magistrate judge in the Community 
Credit Union conversion suit against NCUA concluded that, “The Administration’s 
pMCUA’s] newly enacted regulation on disclosure has no counterpart regulation in the 
OTS.” 

This intrusion by the NCUA into the jurisdiction of other federal regulators, with no basis in 
statute or other applicable authority, is remarkable; no bank regulator requires similar 
disclosures for charter conversion questions involving its supervised institutions. Moreover, 
the subjective format and tone of the disclosures does little to promote thoughtful 
consideration of facts by credit union members. The effect of the box, the highlights, the 
capitalized, bold language, is to achieve one purpose ~ to encourage credit union members 




260 


to vote against any conversion proposal. Furthermore, these mandatory disclosures are 
themselves misleading. 

NCUA alone determines if any notice to members is accurate and not misleading (12 CFR 
708a. 7(c)). If it determines that any member communication is inaccurate, it can refuse to 
certify a vote and require a new vote at considerable expense to the converting credit union. 
Thus, management will want approval by NCUA of any written communication to 
members, because of the real fear that NCUA might not certify the vote. Unfortunately, 
NCUA has a history of dragging its feet in approving communications to members. This 
has prevented management from providing the media with timely information. Moreover, 
comments by credit union officers made without prior NCUA approval have reportedly 
been met with letters from NCUA criticrzing the communication. These cases have had a 
chilling effect on any communication to members. Therefore, the process does not allow a 
converting institution to communicate with its members in a timely manner. 

Finally, nowhere was the NCUA’s improper use of its power more apparent than in 2005 
when the agency tried to invalidate the conversion of two Texas credit unions, where an 
overwhelming majority of the members voted for the conversions. AU the NCUA mandated 
disclosures were provided. All of the notice deadlines were set. NCUA’s objection was to 
the way the disclosure statement was folded. NCUA’s decision to invalidate the ballot, 
according to a Texas magistrate, was arbitrary and capricious and an abuse of its authority. 

Question #4 

NCUA requires certain disclosures each time a credit union seeking to convert sends 
a written communication to its members regarding the conversion. You object to the 
mandatory disclosure. It seems to me this is no diiTerent than dozens of other 
disclosures mandated by federal law. The material is purposefully duplicative in 
order to ensure that as many members as possible read the information. Why Is it 
that you think this disclosure is so much worse than any number of other 
disclosures required by the law? 

The decision of a credit union to convert its charter is exteemely important. To make an 
mformed decision, members need to have sufficient information on the merits of the 
proposed charter conversion. That information must be neither false nor misleading. 
Congress acted in 1998 to ensure that members are adequately informed and that 
appropriate disclosure,s ate made (consistent with disclosures required by banking 
regulations). 

However, NCUA’s mandatory disclosures are misleading or speculative. The subjective 
format and tone of the disclosures does little to promote thoughtful consideration of facts 
by credit union members. The effect of the box, the highlights, the capitalized, bold 
language, is to achieve one purpose - to encourage credit union members to vote against any 
conversion proposal. The required disclosures do not encourage an unbiased, fair review'. 
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We believe that credit union members are entitled to timely notices and to proper 
information in the notices that lays out the relevant facts, free from requirements for 
unsubstantiated speculation on future actions or unfounded assertions of motives. 

Question #5 

Having a choice of which charter a flnancial institution wishes to embrace and the 
ability to change to another is essential for competition and innovation ultimately 
providing better services for the members or returns for the shareholder. Should we 
be concerned that credit unions will forgo a change in their charter not based on 
what is best for their members, but rather because of overly burdensome 
regulations imposed by the NCUA? 

The conversion process as it is now administered by the NCUA has cast a chilling effect on 
future credit union conversions. Comparing the rules promulgated by NCUA with those of 
the banking agencies clearly shows that the NCUA - by design - makes it more difficult and 
less likely for a conversion to take place. While it is a relatively easy process to switch 
between other financial institution charters, the NCUA seems more concerned with 
preventing conversions and distorting the credit union charter rather than allowing credit 
union members to determine what business model best fits their future needs. Simply put, 
credit unions ate being held hostage by NCUA through its overly burdensome regulations. 

o 



